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PREFACE 

There is a vast difference between the fields of the bank 
and the. commercial credit man. On the average the bank man 
probably deals in larger figures per risk and perhaps on this 
account has become more technical. At any rate he is often 
called less human by his commercial brothers. 

If this be so then the writing of these chapters on credit, 
especially those that are aimed at the activities of the commer- 
cial credit man and his department, must be defended by the plea 
that they are observations on the credit activities of commercial 
credit men and executives as these activities have been disclosed 
during close personal association with such men. 

It is farthest from the aim of the writer to pose in any way 
as a critic of commercial credit practises or to assume the position 
of teacher. The commercial and bank credit men, handling as 
they do the greatest business force of the country, should co- 
operate to the limit. This coc^eration should include suggestion, 
analysis and criticism in connection with any credit department, 
either bank or commercial. 

The writer learned much from association with the com- 
mercial credit man that w&s of the greatest value In his own 
departmental work. It is entirely in the spirit of productive co- 
operation that these pages on credit are offered to the commer- 
cial credit man. If there should appear to be criticism it is kindly 
meant, with the hope of stimulating deeper thinking by our 
whole profession. 

A. W. 
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ANALYTICAL 
CREDITS 

CHAPTER I 
The Genesis of Ckedtt 

To talk intelligently on any subject we have to lay a foun- 
dation of sound understanding. One of the faults, born of 
success perhaps, of too many practical business men is that they 
taboo the laboratory -of the economist. Such a man knows pretty 
well what the public wants to buy and he has also a fairly well 
defined idea as to the a,bility of his competitors and himself, to 
satisfy that desire. If the market is short of a commodity the 
people are asking for he is pretty apt to take advantage of the 
condition by raising his price and making an extra profit. In 
doing this he is taking advantage of the economic law of supply 
and demand and yet fer too often if he is asked to make a study of 
political economy he turns a sour face and makes some tart 
remark about pure theory. 

Some of the most untutored minds in business, however, are 
inherently the soundest economists in their thinking. It seems 
that every business decision they make is correct. These men 
and others trying blindly to copy them too often ridicule the true 
student of political economy. Their statement is. that business 
success is founded on sound judgment, — ^horse sense is often the 
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2 ANALYTICAL CREDITS 

word used. As a matter of fact this is literally true. The study 
of economics is the application of sound business judgment, horse 
sense if you will, to the business statistics of the world and the 
development of laws, like the laws of nature, chemistry and the 
like, for the probable results to be expected from certain combina- 
tions of conditions in general business affairs. While some 
especially keen minds seem to sense both the conditions and their 
results subconsciously still even their success could probably have 
been bettered by accurate study. The chance of success of the 
average class of men can surely be so bettered. 

Therefore, before plunging into the detail that surrounds 
the study of credit, as spoken of in the common vernacular of 
every-day business, and to establish a premise upon which to 
build our arguments, it becomes essential to discuss in very brief 
form some of the general theories of economics, money, banking 
and such other matters as are often perplexing because of the 
loose use of words and ill-understood meanings. This discus- 
sion, although purposely short and sketchy, is also intended to 
define clearly some of the words and terms often used in every- 
day conversation with incorrect or vaguely defined meaning. 

WHAT IS POLITICAL ECONOMY 

Political economy, or economics, is the analytical study of 
the production, distribution and consumption of the wealth of 
the world. To understand the vastness of the study we must 
first of all define clearly what we mean by wealth. We speak 
in common phraseology of a man being worth ten thousand or 
ten million dollars. We do not for a moment mean that he has 
in his possession that amount of silver, gold or paper dollars. 
It would be a surprising thing if a man worth a million dollars 
really had a thousand coins or token in his immediate possession, 
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if the stories of the snuill amount of pocket money carried by 
our weahhy men are to be beheved. Wealth is far more than 
silver dollars. It has been defined In many various phrases but 
the following contains the essential qualifications to establish 
the presence of the character of wealth in any object. "Wealth 
consists of all useful or agreeable things that possess exchange- 
able value," Apply the test of this phrase to the condition of any 
substance and its -wealth characteristics will be measured. The 
air we breathe is mighty useful, yet under normal conditions, it 
is not wealth, although without it we could not live. Under 
abnormal conditions even the ordinary every-day air might be 
wealth. A man trapped in a sunken submarine would give a 
good deal for a container of compressed air that he could release 
little by little and so live until the boat was raised. If any one 
had such a container so filled and could reach the imprisoned 
man, that air would become, because it had exchangeable value, 
wealth indeed. Examples of this kind could be multiplied ad 
infinitum, but to no real purpose for the busy man. It is enough 
then to say that the characteristic of wealth depends upon 
exchangeability, and the degree of the wealth element upon the 
extent of that exchangeability. 

Business embraces the forces that produce wealth, transport 
it, distribute it and, by good trading and manufacture, increase 
it. The natural forces that help or hinder the business man in 
any of these steps make up the forces studied under the name of 
economics. Hence from a purely practical standpoint business 
and political economy are twin brothers. 

DEVELOPMENT OF MONEY 

We can not fully understand what "money" means, giving 
it its full significance but not letting the word discourage our 
better judgment, unless we follow its development. The world 
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did not start doing business as it does to-day, either in volume 
or in manner. There is one basic vital principle however that 
gave birth to trade which is the backbone of all business to-day 
just as it was in the time of Oesar or Solomon. That is the 
desire to possess something, a desire so strong as to make one 
willing to surrender something already owned to possess it. 

In the earliest times, we can imagine one man having some 
article, such as a stone ax, which another man wished to own. 
If at the same time this second man had something, say a bone 
fish-hook, that the first man wanted, a trade on some basis, could 
be effected. This swapping of goods was the first sort of busi- 
ness, and the conducting of business along this line is known as 
barter. It is crude in the extreme but has been a source of the 
production and exchange of much wealth. Even to-day explorers 
can secure from ignorant natives much of real value by swap- 
ping highly colored ribbons, bells, or even gum-drops, for the 
natural products of the country. 

Barter was the first method then of business. It had one 
serious drawback which prevented any very rapid or great devel- 
opment of business under such a method. To effect an exchange 
of goods on such a basis it was necessary for the second man 
to have what the first man wanted and at the same time want 
what the first man had to exchange. Economists have spoken 
of this condition as the double necessity of wants. In a very 
primitive society with few and simple wants this method suf- 
ficed. But as society developed and wants became more varied 
it was necessary to find some other method of effecting these 
exchanges. If this had not been possible of accomplishment 
every one to-day would have had to have a veritable mail-order 
house at his back all the time to supply the wants of the person 
with whom he wished to trade. 
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The mechanism that did away with the double necessity of 
wants was money. It was not at all the same as the money of 
to-day, but was an article, at first, of universal desirability so 
that it could always be easily retraded. It was also in some 
degree divisible into units of varying degrees of value. Cattle 
were one of the first forms of money. A man having an article 
for trade would no longer seek a man wishing that particular 
article and having an article he himself wanted. He would trade 
his article with the first man that wanted it and could give him 
enough cattle, cows, sheep or goats, to satisfy his opinion of its 
value. These cattle he would then retrade with some one having 
that article which he himself wanted. In this manner cattle 
performed the services now performed by the money of to-day. 
They performed the service well in the state of society then 
existing. But as society again became more complex, as trade 
reached farther and farther away from home circles, cattle and 
similar goods became too cumbersome and other forms of money 
became more desirable and indeed necessary. 

STANDARD OF VALUE 

If exchanges were to be made not for the exact goods finally 
wanted but for some common medium of exchange or money, 
then it became increasingly important that some standard be 
arranged for, so that the value of the medium could be accuratdy 
measured. Cattle money, while crudely serving the purpose, had 
an inherent tendency toward fluctuation within itself. In a 
time of famine the food value of the cattle increased all within 
itself, and in times of plenty the food value declined as within 
the ctunmodity value of the cattle themselves. In addition to 
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this the supply of cattle was a variable quantity, therefore affect- 
ing its intrinsic and basic value. This character of internal or 
individual value variation unsuited cattle for any wide money 
service, and some other medium as between buyer and seller 
became necessary. 

It became evident that any article or substance, to serve as 
a standard, must possess several important qualities. It must 
be sufficiently rare so that it would not be easy of attainment. It 
must be susceptible of eSsy division into parts so that quantities 
of varying size could be used for standards of smaller unit value. 
It is not necessary for our purpose to trace the entire develop- 
ment historically. It will do to state, what is now a well recog- 
nized fact, that gold through the trials of the ages has been 
adopted as the standard of value. This means that a price has 
been set by law on a certain amount in weight of gold of a cer- 
tain chemical purity. 

The adoption of the gold standard means that all money is 
measured by its exchangeability for gold. A five-dollar gpld 
piece is worth five dollars intrinsically because if melted down 
■ the metal will be worth that much. This does not hold true of 
other moneys in our currency system except as they, by act of 
Congress or otherwise, are redeemable in gold coin which in its 
turn is intrinsically worth a certain amount. 

By substituting metallic currency for cattle or other currency 
a great step in advance was made. This was true because the 
monetizing of a certain definite weight of gold at a certain price 
eliminated nearly all internal fluctuation in base price value of 
the money itself. That is, by stabilizing the gold dollar as so 
much gold by weight and giving this a certain fixed price, the 
value of other goods as expressed by units of the standard of 
value rises or falls. This was very noticeably true during the 
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period from 1914 to 1920 when prices in general have risen 
enormously but the mint price of gold has remained at so many 
dollars per ounce. 

But even the substitution of a metallic standard of value, 
of low internal value variation and great condensed value, was 
not sufficient and the needs of industry and commerce demanded 
a more flexible and less cumbersome method of effecting the 
exchanges, — a new medium of exchange more perfect in its 
economic performance of service. 

CREDIT 

The substitute that was developed was credit, the subject 
that we are to discuss in this book. In order to do this with a 
foimdation of common understanding it becomes absolutely 
essentia] to develop an intelligent definition of the term credit. 

In making his definition nearly every economist uses some 
slightly different wording. They all, however, have several 
points or characteristics in common. The first of these is belief, " 
faith, trust or some similar characteristic. Indeed the meaning 
of the word credit implies belief in that it is a direct adaptation 
of the latin word credo, I believe. The second of the points held 
in common by the definitions, is the present sale or transfer of 
ownership of some form of wealth or goods or personal service 
without immediate payment. The third is, that payment is 
deferred until a future time. A fourth, not so general, is a stipu- 
lation of the unit of measure of value and the number of units 
that will be paid. A fifth, is a declaration that through the quali- 
ties of credit a power for accomplishing the transfer is present. 
With these qualities in mind we can frame a commercial, if not 
academic, definition of credit as follows : Credit is the power to 
secure the present transfer of the ownership of wealth, expressed 
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or measured in dollars or other monetary standard, fqr a protaise 
of the buyer to pay an equivalent at a future time, based on the 
confidence of the seller in the ability and wilhagness of the 
buyer to meet such oUigations promptly. 

IS CREDIT POTENTIAL POWER OK EXECUTED ACT? 

Even after accepting a definition of what credit is, as de- 
fined, there are some who raise the argument as to whether 
credit is an unused potential power or an already finished trans- 
fer. Such a matter is perhapi only a difference in the choice of 
words and phrases, but it is a point upon which any one dis- 
cussing the science of credit should be very clear so as to avoid 
future misunderstanding. Some very intelligent business men 
argue that credit does not exist until the goods have been trans- 
ferred and the debt created. To them credit is not a power, but 
measures only the extent to which goods have been transferred. 
In no real respect does this meaning then differ from the mean- 
ing attached to the word debt Such a meaning would mean 
that a man's credit was always just the amount of his debts. 

From the commercial standpoint at least it seems more rea- 
sonable to consider credit as a power, perhaps the limit of power, 
of an individual or corporation to secure goods based on the 
belief of the seller that future payment will be directly made. 
We can then think of the credit of any one as being something 
potential that can be used and accurately counted on as economic- 
ally equivalent in power to capital, in the running of a business. 
That part which has been used becomes debt and the remainder 
is the residue of power. This conception also adds to the dignity 
of the credit man because he is the controller of a force rather 
than the mere watdi dog o£ a burying-ground. 
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HOW IS CBEDTT CREATED? 

The main manufacturers of credit are the banks. They do 
not have merchandise to sell as do their commercial brothers. 
They act as the collectors of funds and, based upon a system of 
reserves and the making of loans through which deposits are 
created, they manufacture a credit power. But while banks do 
not deal in merchandise, being primarily manufacturers, jobbers 
and retailers of credit, still they are not the only creators of 
credit. In fact a very large part of the credit of the coimtry is 
created by commercial credit men. In banks the commercial 
credit, as differentiated from funded credit, is represented by 
their bills receivable in file and by their acceptance activities. 
The credit made by the commercial man is represented by the 
accounts and bills receivable on the books of his company or 
acceptances in his portfolio. In both these instances these records 
represent the consumed part of the credit force, the part already 
used. The unused, still potential credit power is a somewhat 
indefinite amount in excess of this. In banks it is rather custom- 
ary to establish lines of credit for the borrowing customer up to 
which he may extend his borrowings until a readjustment of the 
line. Many commercial credit men also analyze an account and 
establish the limit to which they will allow an account to expand. 
In the establishment of these credit lines and credit limits, known 
in most instances to the borrower or customer, the bank and com- 
mercial credit man create credit power. This will be further dis- 
oissed m a chapter on Commercial Paper. 

THE EXTENT OF THE USE OF CREDIT 

While it is very difficult to estimate the entire extent of the 
uee of credit many statisticians estimate that over ninety per cent. 
of the entire ccMnmerce of this country," at least internal com- 
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merce, is transacted entirely through the use of credit. From 
this it can be seen that a new force of exceeding flexibihty has 
been substituted for the metalhc money which in itself was sub- 
stituted for the less efficient cattle currency, which superseded 
barter. 

Money has been defined as the medium of exchange. The 
question then comes up as to whether credit is money. It would 
be a futile thing to do, the starting" of a debate on this point. 
It would result only in a mass of hair-splitting definitions and 
shading of explanations. From the ground of plain business it 
does not matter much whether credit is called money or not, the 
fact remaining that credit does probably ninety per cent, or more 
of the work of money and also constitutes the security against 
which quite a large percentage of our bearer money notes are 
issued. The notes of the Federal Reserve system are largely 
based on the commercial credits of the country resting in their 
issue on a moderate reserve of gold, the standard of value, and 
final reserve. So whether we enter this argument or not let us 
remember that the greatest part of our exchanges of wealth, over 
nine-tenths, are affected by the use of credit, the maintenance 
at par of which is the individual duty of each credit man. 

LIQUIDITY OF CREDIT ESSENTIAL 

While, so far, this chapter has been perhaps a trifle academic 
in the discussion of more or less abstract theories, historical sug- 
gestions and the like, it has been so in the firm belief that some 
such background is absolutely necessary to the intelligent study 
of the more commonplace every-day practises of the credit man. 

Tlie step from direct swapping of goods through barter, 
receiving full payment at the time of transfer, to the modem 
hi^Iy developed credit system is enormous. No such comraer- 
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cial development as the last hundred years has seen could possibly 
have happened with only a state of barter, nor yet with cattle 
money, or even metallic currencies. Credit, in its extreme flex- 
ibility and its sensitiveness, made possible this expansion of pro- 
duction and development of commercial enterprise through trans- 
portation and financing. 

But this step has brought with it heavy personal responsi- 
bilities. Credit must be kept liquid. It must be kept liquid 
because only in this state can it be serviceable to the commercial 
world. If credit becomes fixed or "frozen," as the expression of 
common parlance says, then it can not function as it should. It 
may be logical then to ask when credit is liquid and when it is 
fixed. Credit is liquid when its buying power has been invested ' 
in goods or services that can be disposed of by the buyer, in a 
reasonably short time, placing him in funds with which to settle 
his own debts when due. Credit is non-liquid, fixed or "frozen" 
when its buying power has been used to secure non-liquidating 
assets that can not, in the normal run of things, be disposed of 
quickly. It sometimes happens that commercial credit, or credit 
power that has been created or extended for the purpose of com- 
mercial activities, is used to purchase plant, machinery, etc. Of 
course such assets are often quite as necessary to the success of 
a business as are the liquid assets, but their nature is such that 
they should have been, with very few exceptions, purchased by 
the funds of the stockholders or owners and represented by the 
capital and surplus or net worth of the company or partnership. 
Methods of measuring the conversion of condition from strictly 
liquid to more or less non-liquid will be discussed in the chapters 
on Statement Analysis. For the present the statement should be 
rhade, and made strongly, that the maintenance of liquidity, not 
seeming but real liquidity, both in the condition of one's custom- 
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ers and of one's own business, is of the highest importance. 
Actual instead of fancied hquidity is the greatest prevention of 
over-expansion. 

CRISIS, PANIC, DEPRESSION 

There has been a deal of trouble caused by the thoughtless 
use of these three words. In common conicr conversation it is 
not at al! uncommon to hear all three words used absolutely 
indiscriminately. This idle thoughtless use of words, especially 
by credit men who are supposed to be leaders in the examination 
of business conditions, should be heartily condemned. It is per- 
haps difficult to give an exact definition that can not be assailed. 
But it is possible to speak of these three conditions in such a 
way that the importance of a differentiation can easily be seen 
and a fairly accurate use of tlie words assured. 

There are boc«n times in business when every one is very 
optimistic, when the public is buying, when failures are few, 
small and with little loss. No one would normally call this a 
crisis, yet it may be the first stage of a crisis, for a crisis in busi- 
ness affairs is very similar to a crisis in sickness. It is a condi- 
tion of climax of economic forces good or bad and marks the 
turning point of commercial or business balance. It may mean 
that matters will grow acutely worse, with faihires very prev- 
alent, and lead to bad business conditions. It may mean, how- 
ever, that sound business judgment and proper management will 
bring about a readjustment of the unbalanced economic condi- 
tions that will stabilize bu^ness again on sound proportions and 
result in better business. There are major and minor crises and 
many have been passed through successfully. The patient does 
not always die and tlie credit man should bear this in mind both 
individually and collectively. One of his duties to the whole 
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community is to assist in a proper understanding', and oti every 
occasion where he speaks of crisis he should, unless he is sure 
his hearers fully understand, be careful not to leave any misap- 
prehension as to just what he means. 

A panic is generally a crisis turned for the worse. It is 
almost always the result of a crisis in which the master financial 
doctor has made grave errors that have instilled fear into the 
mixture of critical affairs. Panic is mon: nearly like the unrea- 
somng fear that maddens the mind of a mob at some grave period 
of phyiica! excitement. There may be a great crisis in the 
military affairs of an army. A defeat of importance may he 
experienced and yet if officers and men keep their heads, tend 
to business and manage well, an orderly retreat may be made to 
a new position. It may even be possible to turn defeat into a vic- 
tory. But let fear and disorder stalk into the ranks and the 
retreat becomes a rout without much chance of any re-formation 
and only one end, — surrender. And so before we have panic in 
busmess the people as a whole, by class and mass, must be fear- 
fnl. The scare is what reduces a crisis to a panic. As long as 
we hold control of ourselves, as a whole, and give financial 
leaders, both bank and commercial, a chance to plan retreat or 
reorganization there can be no general route. Financial deaths 
tfiere vnll be, birt reorganization will be possible and surrender 
prevented. 

^ Crisis is often present and may be turned to panic. Panic 
reduces efficiency, demoralizes organization, deadens or kills 
consuming power and paralyzes business. Like a pool with no 
oottet, business grows stagnant and the scum of depression 
covers it. This is the high-tide time of pessimists who bark 
damnation bow-wows from the housetops. There is no business, 
hence ipso facto there will be no business. This is the time for 
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the credit man to study up on the definition of hope. The bear 
on business in this country goes shirtless most of the time and 
the vitality of commercial life will, after some rest perhaps, 
reassert itself. It is like the hibernation period of the grizzly. 
The winter may be long but in the spring he comes out, gaunt 
and thin but virile, purged of fatty tissue, full of life. Depres- 
sions digest quite finely all undigested overnaptimism, undue 
expansion and economic waste. The years, perhaps, of compul- 
sorj' economy bring a better public out than ever went in. And 
so the wise credit man builds up his knowledge during slow 
times so as to be fit when business again becomes active. 

THE CREDIT MAN HIS JOBS 

A credit man has not one but two jobs. Of course he tries 
to prevent undue, and only undue, losses. Too great a reduction 
of losses is not credit sagacity. It is individual fear. A normal 
loss could be established for nearly any line of business and a 
close approximation of the normal is the goal. To be too far 
below the normal very likely marks the refusal of much good 
business and its trade profit. Too little loss may be an expense 
instead of a profit. 

While maintaining his normal loss and not exceeding it is 
one job, the other and perhaps bigger job is maintaining the 
soundness of general business and being a developer of business. 
Too many credit men turn down loans or accounts, through fear 
of loss and fear of having to do a little cooperative thinking, that, 
by straightening out the business processes of the risk, could 
make a good customer. To be an educator and developer of 
business is a worth-while job for any man. 
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CHAPTER 11 
Sources of Credit Information 

The possession of accurate and complete information con- 
cerning the various essential factors of a credit risk would almost 
eliminate credit loss or would reduce it to such a negligible frac- 
tion that its percentage would closely approximate zero. But 
unfortunately the information at hand is often incomplete and is 
rarely comprehensive enough to cover all the factors in their 
perhaps remote bearing on the risk. 

A credit man of national reputation has likened credit inves- 
tigation to the rings that surround a stone thrown info a pond 
of clear, calm water. The place where the stone hits the surface 
is the focus of the disturbance, or the credit problem. Surround- 
ing this point are concentric rings of disturbance representing 
the elements affecting the credit risk. The farther ones of these 
are remotely connected with the central disturbance. It is plainly 
evident to even the tyro that his investigations must extaid to 
at least the first ring. The more astute students of credit see the 
advantage of extending their investigations to the second, third 
or even fourth rings. It is, however, only the real credit man, of 
real experience and perception, that passes beyond the fourth 
ring to the fifth, sixth or seventh looking for any ripple on the 
surface of the pond that might in any way have connection with 
the central disturbance. 

The whole point back of this description is to emphasize the 
importance of the credit man extending his examination to the 
IS 
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uttermost end of his ability, overlooking no fact that might 
have a bearing on the matter in hand. A complete and accurate 
file is the aim of the conscientious credit man. A semi-complete 
file, not having all the essential facts, incorrect information taken 
for fact, leads a credit man to pass judgment without the basic 
information. Too many men, as the saying goes, know things 
that are not so and do not prove up on them. It is this condition 
that leads to mistakes that re^ilt in losses. 

But a mass of information not properly classified as to its 
soarces and weighted in accordance with such sources and their 
reliability is also misleading at times. Quantity can never take 
the place of quality. For this reason the sources irom which 
information may be secured are of importance for two reasons. 
The first of these is omission. We must be sure that, as credit 
men, we have kept open all the avenues of information and that 
we use them often enough to keep the grass from growing up 
between their cobUestones and obliterating them. The second 
matter of importance is to distinguish the pla.ce from whidi the 
information comes so as not to mistake for an open highway 
what in reality is a blind alley or a path with a pit in it. 

THE SUBJECT HIMSELF 

Tlie most obvious source of information on a credit risk is 
the subject himself. Either by interview or correspondence the 
subject can be brought to give information concerning himself. 
The first bit of information readily obtainable is a list of trade 
references from which the subject has been in the habit of pur- 
chasing goods. If these references are taken at one hundred per 
cent, they are liable to be misleading and build up a false record 
for prcHOpt pay, because none but a fool would give as reference 
any name with whom he had been slow. Such a list might be 
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almost sure to produce a record of prwnpt pay and even discount- 
ing. Incidentally it might be well to note that this method ol 
maintaining a record for pron^ pay and discountii^ with a se< 
lected list, for reference use, is one of the bag of tricks of many a 
crook who is otherwise milking the trade with orders for which 
he never hopes or expects to pay. It is well, however, to secure 
and tise such a list as a matter of coni[^teness. 

TRADE CHECKING LISTS 

A trade list for checking could be compiled by developing 
some cooperation with the sales department. The traveling man 
making the store can, if his observation be somewhat trained and 
stimulated, make notation in many instances, from trade-marks 
visible on the shelves, of the houses selling the risk. The travel- 
ing man and the sales department also know pretty well, from 
the force of competition, what other houses are selling the sub- 
ject and by either method can build up a trade checking list. 

Another bit of information that Is highly possible of close 
development is to compile an accurate memorandum file indicat- 
ing the banks of deposit of the risk. In many instances very 
close information can be gained from the banker in spite of the 
fact that the bank, as a source of Information, is not highly 
thought of by many commercial credit men. In not a few in- 
stances the bank cre<fit man often has a most complete list of . 
trade relations on his risks, compiled from a steady and sys- 
tematic examination of canceled vouchers, that gives him a sure 
reference to any commercial house with whom his customer has 
transacted any business. In many instances he has trade-checked 
the risk closely, from such a list, and is in a position to give 
authoritative information as to payment record to any one who 
is in the proper position and who has a proper right to receive 
such information. 
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In another way the commercial credit man can compile a list 
of bank references that may be used to advantage. Whenever 
an inquiry is made by a bank the commercial man can be reason- 
ably assured that such inquiry is being made for the serious pur- 
pose of building up a complete file. A record of these inquiries, 
especially if answered with a reply giving the bank some real 
information, gives a source for checking that is very much worth 
while. 

BANK INFORMATION 

The relation between commercial and bank credit men. In 
the direct interchange of information, is not clearly defined, and 
being misunderstood by too many commercial men is not properly 
handled by them. This improper handhng is the primary cause 
of the lack of information given by bank to commercial credit 
men. The first great misunderstanding is as between cash and 
charge customers. Many retailers may have good customers, 
who buy steadily, whose names may not even be known to the 
credit department because they pay cash. Would the commercial 
man feel that he was being justly criticized because he could not 
give close credit information on such risks, that in reality are not 
risks at all to him ? And yet many inquiries come to banks on 
individuals and even small business houses that are purely depos- 
itor customers and not borrowers. Not being borrowers the 
credit department, having plenty of serious business in connec- 
tion with borrowers to attend to, has not made up a complete file 
on the name, having treated the account in a manner very similar 
to the manner a cash customer is treated by a commercial credit 
department. 

Some years ago the Bulletin of The National Association of 
Credit. Men published an article by Mr. William Tonks, of The 



,l,z.obyGOOglC 



SOURCES OF CREDIT INFORMATION 19 

First National Bank of Cleveland, now The Union Trast Com- 
pany, on the acquiring- of credit information from a bank by a 
commercial credit man. As part of this article he published an 
analysis based on eighty-four inquiries received in one morning's 
mail. This analysis was as follows : 

A. Twenty-four inquiries were on our depositors — ^ten 
being borrowers — seven from bankers. 

B. Thirty-three inquiries were on depositors in other insti- 
tutions — fourteen (estimated) are borrowers — nine from 
bankers. 

C. Nineteen were inquiries from bankers on brokers' 
paper, 

D. Eight miscellaneous inquiries relative to stocks, bonds, 
banks, etc. 

This article pertains to the first two groups, A and B, and 
w-e shall further analyze these fifty-seven letters: 

Thirty-eight were form letters. 

Twelve gave street address of subject of inquiry. 

Nine gave nature of business of subject of inquiry. 

Five gave amount of order or reason the inquiry was being 
made. 

Three did not enclose a stamped return envelope. 

Twenty-one said they would treat information confidentially. 

Nine were from trade agencies which sell the information 
to their clients and do not offer to reciprocate except at a price. 

We ascertained that at least eight made the same inquiries 
of other banks in this city, but did not mention the fact. They 
call this sending out "feelers." 

Two gave credit information of \alue to the banker, one 
stating his ledger experience and the other gave important fig- 
ures as well as trade opinions ; therefore, two out of the total had 
the essentials in their letters of inquiry and no doubt are usually 
favored with like confidence by banks. One letter was from one 
of the largest textile houses in the country and the other from 
a prominent steel company. 

A large part of the unproductivity of inquiries from bank 
inquiries can be eliminated by a careful study of this one par- 
ticular condition used as a rather typical example. Let us take 
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up, tfien, in categorical order, the analysis Mr. Tonks elaborates 
for gjoups A and B of his experience. 

"thirty-eight were FORI! LETTERS" 

In all there were fifty-seven letters. This indicates that 
nineteen commercial credit men, one-third of the whole, were 
interested enough actually to write a letter of inquiry, probably 
bearing a signature. Two-thirds used form letters probably 
without signature. In a mass of inquiry it is perhaps debat^le 
as to whether a form letter may not be used. But if it is to be 
used by all means use a form letter that is a letter with a space 
for a signature by some one of responsibility so that the person 
replying may have at least the safeguard of knowing tiiat some 
one other than an irresponsible clerk Is making the request for 
information. If the commercial man is himself not vitally 
enough interested to take some trouble in trj'ing to protect him- 
self, by what right can he expect the bank or other commercial 
credit man to give special attention to the matter. 

"twelve gave STREET ADDRESS OF SUBJECT OF INQUIRY" 

The writer himself was once asked for information on Mr, 
John Schmitt. The city directory listed some thirty-five men of 
this name. The lack of address or other distinguishing indica- 
tion left him the option of giving no information or of compih'ng 
thirty-five replies. The inference is too obvious for discussion. 

"nime gave nature of business of inquiry" 
If the inquirer mentioned above had given even the nature 
of John Schmitt's business the puzzle would have been reduced 
in its complexity although there were quite a number of John 
Schmitls in duplicate industries. 
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In connection with these two comments the practise of cer- 
tain clever crooks who simulate well-known names and establish 
approximate addresses must not be overlooked. It is only good 
practise to make sure, by giving street address exactly and the 
full and accurate name, that you are inquiring on a definite per- 
son or house. 

"five gave amount of order or reason the inquiry ■> 

WAS BEING made" 

Five of the fifty-seven gave the banker some reciprocal in- 
formation and were therefore entitled to reasonable information 
in return. 

Five gave the banker a direct question to answer. They 
stated what they wanted to know. Without this information the 
bank man has no means of knowing whether the inquiry is to 
cover ten, twenty, a hundred, a thousand or ten thousand dollars 
of credit. There are plenty of risks worthy of credit for a small 
amount, that could not reasonably carry a large amount. In 
order to get a definite answer it is well to consider the desirability 
of giving a definite question to answer. Do not be afraid to ask 
if the subject is good for a thirty-day credit for an exact amount. 
This inquiry will be much more likely to bring out a definite 
answer. 

"three did not enclose a stamped return envelope" 

If any one wants information the only courteous thing to do 
is to be sure to enclose the return envelope. Some men make a 
practise of filing inquiries without return postage in the waste- 
paper basket. Many such inquiries are answered but they are 
always ah irritation that does not tend to produce a feeling of 
desire to cooperate. 
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"twenty-one said they would treat the information 
confidentially" 
A considerable number of bank men, members of The Rob- 
ert Morris Associates, have adopted as the first canon of credit 
information interchange the following resolution : 

Resolved : The first and cardinal principle of credit investi- 
gation is the sacredness of the replies and any violation of this 
principle places the violator beyond the pale of consideration of 
the honest credit man. 

The fact that it is still necessary for any credit man to 
promise to hold information given as confidential is a sad com- 
mentary on the practise of fairness in business dealing. The 
statement is to some reassuring and can do no harm. The writer 
would like to see the above resolution an actuality in practise, and 
an individual close adherence to its principle by every credit man 
will, in the end, make for closer cooperation. 

"eight made the same inquiries to other banks — 
but did not mention the fact" 

It is an annoying thing to a bank man to give his time and 
attention, the time and energy of an investigator as well in many 
instances, to answering an inquiry fully and then begin to re- 
ceive telephone calls from a large number of other banks about 
a subject. If the commercial credit man wants only the experi- 
ence in file he can establish a spirit of appreciation, which Is the 
beginning of cooperation, by saying so in some conspicuous place 
on his inquiry. If he has a right and wishes the bank to make 
an investigation and states he is relying on that one bank he will 
get a better cooperation. But in this the inquirer must be exactly 
accurate because if he is not the honesty of his intentions will be 
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questioned and his avenues of information will be closed very 
quickly if he makes many mistakes or misleading statements. 

"beporting agencies" 

Another source of credit information, and one that is of 
course well recognized, is the mercantile agency. Of the general 
mercantile agencies there are two of well-recognized standard. 
There are in addition to the general mercantile agencies a consid- 
erable number of special agencies dealing with a specific line of 
trade and arguing that because of their specialization they can 
render more important information concerning risks in tliat par- 
ticular line. 

While there is some doubt of the extent of the reliance that 
can be placed on any book ratings in time of commercial crisis, 
by the writer at least, still the books serve a very good purpose 
for quick reference to determine whether or not a new customer 
has at any time in the past achieved any recognized standing. 
Used as an index to trades and existence of independent units 
they are of a very positive value. They should not, however, 
serve as an infallible guide as In quickly changing conditions tliej- 
can become obsolete very rapidly and in proportion to their 
obsolescence they can be dangerous, if used alone. When there 
is any question of a doubt the special report should be called for 
as this can more readily be kept up to date by the agencies and 
can indicate sudden reverses in the affairs of the risks under 
examination. 

In any order of considerable size, especially if a first order 
and unknown personally or if an unsolicited order, the credit man 
should not hesitate at the expense but should request the local ' 
manager of such agency as he uses to secure a check-up by night 
message from the branch located ^X the point where the risk is 
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domiciled In such telegraphic inquiry the important of ^ving 
the exact name, type of business and particularly an exact address, 
including street and street number, with a request to be sure the 
reply checks up on these points as well as on the generalities of 
the risk, is a most important matter. This may often be the 
means of disclosing the crook operating under a similar name in 
an approximate location, which gentry have caused a good many 
heartaches to credit men. 

Statements appearing in agency reports are a good check on 
statements received direct and in a good many instances have 
disclosed discrepancies that have been most interesting. 

There is another value to the agency report that is included 
in the body of the report and consists of the antecedent infor- 
mation which the agency is able to secure on a new risk. In a 
good many instances it has been possible for a credit man to save 
himself embarrassment and loss because of some antecedent infor- 
mation concerning the personnel of the management of a risk 
under contemplation. These reports therefore should be read 
carefully, particularly as they indicate the past successes or fail- 
ures of industries under the same management or partly under 
the same management. 

Actual experience will indicate that the special reports in 
many instances will not be revised within six-month periods and 
that they are often a year old. One of the pet methods of several 
agencies is to stamp on the bottom of a special report of an old 
date the phrase "will get later." This is supposed to mean that 
the agency itself recognizes that the information in the report 
is of such long standing as to be more or less subject to suspicion 
as to its accuracy and they voluntarily surest the advisability of 
securing later information which they promise to send later. 
Unfortunately it too often happens that a credit man might read 
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this report and might not take proper cognizance of the "will get 
later" clause and miss the later information in the reading of it, 
in the feeling sure that his department has received it or in passing 
on the risk before receiving it. In order that there can be no mis- 
take and so that this condition will not be overlooked it is prob- 
ably advisable to establish some definite method of calling for 
agency reports. 

The agencies all issue inquiry tickets upon which their sub- 
scribers may make inquiry concerning any risk in which they are 
interested. The normal practise is to have the inquiry ticket 
filled out and forwarded to the agency In question. Too often 
when a memorandum of a proper nature is not kept in the credit 
department, as to the inquiries outstanding, the date upon which 
the inquiry has been sent out and the result becomes uncertain. 
It is a comparatively simple matter to have the inquiry tickets 
padded with duplicate interleaves of plain white paper or in some 
instances to use a special inquiry slip with the name of the sub- 
scriber plainly printed thereon. If with the interleaving method 
the credit department will make it a practise of taking a carbon 
copy of the inquiry and filing this alphabetically in a proper place 
it will be possible for the credit man, and he should establish it as 
a practise, to check up very easily his outstanding agency report 
requests periodically. This should be done at least once and 
preferably twice a week. If a report is received marked "will get 
later" a notation should be made on the request slip thereof, with 
the date of the receipt of the "will get later" notice and this dupli- 
cate ticket should be kept in the alphabetical file of outstanding, 
uncompleted reports. This practise will make it almost impos- 
sible for the credit man to allow requests for reports, from a 
commercial agency, to become stale and It will also prevent him 
from taking a "will get later" report and being satisfied there- 
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witli. The marking on the duplicate memoraiitlmti ticket, in the 
alphabetical holding file, should be made by some one clerk whose 
duty it will be to glance through the report noting -the date 
thereon and any "will get later" notice, making the memorandum 
on the duplicate slip of report requests that are more than six 
months old and leaving this memorandum in file for the judg- 
ment of the credit man as to whether or not the information on 
the report is sufficiently fresh. 

Occasionally a request for information goes to a mercantile 
agency and apparently goes to sleep. The author has found it 
effective to have a printed slip headed by the name of the sub- 



COMMERCIAL INQUIRY 
DELINQUENT TICKET 

On we called for report on 



This has not yet been received by us and 

we would ask when a report on this name 

may be expected. 

The 

First National Bank 

of Philadelphia 



scriber with a space to address it to the local manager of any of 
the agencies calling his attention specifically to the fact that on a 
certain definite date an inquiry was sent to his office for informa- 
tion on a certain risk and that this information had not been 
received and it is considered a delinquent report on the part of 
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the subscriber. This follow-up ticket should preferably be made 
of a paper of distinguishably noticeable color so that it would be 
prominent among papers on any desk. Personally the author 
used a bright yellow sheet. This delinquent ticket should not be 
sent through the mail or otherwise to the agency, as such, but 
should be mailed to the manager of the agency and the envelope 
should be marked "strictly personal." The writer has found that 
a delinquent ticket sent to the manager of the agency produces 
results. The local manager of an agency, if he be the right kind 
of man, should welcome this as a regular order of business. He 
as much as any one should be very interested in supplying prompt 
service but can not possibly supervise personally every inquiry. 
If his office is falling down he should be glad to have his atten- 
tion called to the fact. If he can not or does not appreciate this 
as true cooperation then he should be visited and have it explained 
to him forcibly as part of the selling scheme of his service. 



Nothing of importance can happen to-day without the press 
of the country getting wind of it and transcribing the main facts 
to its various sheets. 

Beginning with the daily papers, in their vast general infor- 
ination, and passing through the general weekly and monthly 
publication until we come to the highly specialized trade and 
technical magazines, we find at all stages information most inter- 
esting to the credit man who studies the game in its finer points. 
Not only is there much of specific interest but also is there a great 
amount of general interest. Some trade journals make specific 
studies of conditions in the various lines they are associated with 
and compile records of volumes of business, conditions of col- 
lections, etc. The statistical information that can be gathered 
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from reading the press is very great. This information inter- 
preted will give the credit man a balance or poise in his credit 
granting that is profoundly worth while. A small amount of 
time spent in analyzing the news is well worth while. A scrap- 
book, divided into subjects, can be made to produce a bird's-eye 
view of conditions that is worth all the time it takes to prepare. 

"When every one thinks times are good, times are good," is 
an old saying. This is only a commonplace way of saying that 
the crowd mind correctly reflects the true condition of the eco- 
nomic state of affairs. If one would read the papers only to get 
the state of mind -of the people and to watch the ebb and flow of 
the tides in the crowd mind the reading would often forewarn 
him of approaching strains in the credit fabric. The analysis of 
any risk is based on about forty per cent, static, forty per cent, 
dynamic and twenty per cent, economic conditions. This means 
that forty per cent, is based on actual physical strength of the 
risk, assets and liabilities, forty per cent, on the moral risk or 
ability and willingness to fabricate at a profit and settle as agreed, 
and twenty per cent, on the condition of the country as a whole, 
outside of the individual risk itself. This condition of the coun- 
try, improvements in production methods, condition of crops fore- 
casting purchasing power, etc., are the things on which the credit 
man ought to keep posted and on which he can keep in touch by 
reading. 

ACQUAINTANCE 

Centuries ago there was a strong and prosperous nation. 
In many of the sciences this nation led the world and much of our 
present-day mathematics was known to these people. Astronomy 
may almost be said to have had its birth in this nation. Gun- 
powder was their invention. And after reaching its zenith, 
China built a wall around itself and started to ingrow. To-day, 
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with vast natural resources, with every fifth or sixth person in 
the world a Chinaman, the country is ineffective. Thi Chinese 
wall, both physical and temperamental, shutting out national 
acquaintance, stultified advancement. If, as a nation, China had 
maintained contact with the world at large she would not have 
gone to sleep. 

An individual credit mind of the very highest standard can 
accomplish entirely by itself a considerable amount of satisfactory 
credit work. If, however, this mind has the advantage of contact 
with other minds of a similar kind its effectiveness will be greatly 
improved. It is therefore most important for the credit man to 
remember that he can not confine his credit activities to eight 
working hours within the four walls of his office. Acquaintance 
and the broadening effect, as well as the increased sources of 
information produced by it, is a thing that can not be overlooked 
because of its very great importance. There are innumerable 
instances of credit men assisting one another because of their 
acquaintance. 

The matter of acquaintance suggests to the writer, in the 
improvement of the mental faculties, a stand often taken by the 
hard-shelled business man who has succeeded because of his 
inherent ability although lacking education. Take two men of 
identical mental equipment and give one a thorough educational 
economic training and there can he no question but that the man 
with the training and the economical background will be the more 
successful in business. Take two men with the same identical 
mental equipment except that one has the faculty of establishing 
acquaintances and friendships and the other has not and the man 
who can establish the friendships will win out. 

No credit man can afford to surround himself with a wall, 
shutting out contact with the vast army of credit men active every 
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day in the affairs of the country. Some there are whose intellect 
and ability stand out like beacon-lights in this field. But even 
they can gain by rubbing elbows with the lesser lights. There is 
httle likelihood of a stranger giving inside information to any 
one. But acquaintance removes suspicion, engenders confidence 
and in the end establishes cooperation. And cooperation and 
interchange of information both on theory, practise and fact is 
probably one of the best sources of information that can be made 
available to any department. In, saying department just that is 
meant because department acquaintance is what is most needed, 

THE NATIONAL ASSOCIATION OF CREDIT MEN 

In the practise of credit granting there is an exceptional 
opportunity for the development of personal and department 
acquaintance. This is through the activities of The National 
Association of Credit Men. There is a great body of credit men 
and women gathered in this organization. Those of its members 
who take its opportunities seriously in a personal manner have in 
cases innumerable established a breadth of personal acquaintance 
that is immeasurably valuable to them. Observation, during 
many years of active attendance at meetings of this organization, 
however, has lead the writer to believe that the benefits are not so 
widely extended as they could be. There seems almost always to 
be a tendency for acquaintances to group themselves together. 
If these acquaintances be real then continued grouping together 
does not materially enlarge the total acquaintance. Better by far 
would be the practise of sitting at the table at random, among 
strangers if possible, to find new acquaintances worthy of being 
developed into friends. 

Department acquaintance has been mentioned and it is pri- 
marily in the gatherings of The National Association of Credit 
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Men that this department acquaintance can be developed. The 
mere maintenance of a membership by the head of a credit depart- 
ment is no open sesame to acquaintance unless he attend the meet- 
ings and exercise his personality. There are times when the head 
of a department may not be able to attend such meetings and 
here is the first opportunity to develop department acquaintance. 
When he can not go himself let him send his assistant, his head 
bookkeeper or his younger man, whom he is trying to develop to 
take his place. This substitute will always meet a ready welcome 
and by getting some smaller personal acquaintance will give 
another contact point between the department and the credit fra- 
ternity that will open up supplementary channels of information 
and develop department acquaintance. Then let the chief at times 
accompany his junior and give some attention to introducing him 
so that he may have better access to the cooperation benefits of the 
other departments. If any house maintained several memberships 
and paid all the costs of attendance at such meetings the money 
paid would yield a net return in department acquaintance, sources 
of information, etc., that would far exceed in value the trivial 
expense connected therewith. 

THE INTERCHANGE BUREAUS 

The Interchange Bureaus of The National Association of 
Credit Men are a source of information that might have been dis- 
cussed under mercantile agencies. They are agencies, but, being 
mutual in their composition, the writer has considered it more 
effective to handle their operation after discussing the benefits of 
membership in The National Association of Credit Men and in a 
place by itself. To secure the most authentic information possible 
he has secured a description of this work by the manager of the 
Central Credit Interchange Bureau of The National Association 
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of Credit Men. It is published herewith as written and needs 
small comment as it covers authoritatively the question in hand. 

DEVELOPING INTERCHANGE OF LEDGER 
EXPERIENCE 
Plans of National Association of Credit Men, in Credit Inter- 
change Department. Furnish an Interesting Example o£ How 
Manufacturers, Wholesalers and Banking Institutions Are Sup- 
plied with a Definite Credit Protection 

By E. B. Moran, Manager 
CENTRAL CREDIT INTERCHANGE BUREAU 
SAINT LOUIS, MISSOURI 

During the recent years, many wholesaling, manufacturing 
and banking houses have come to feel that despite the excellence 
of the service usually rendered by the large mercantile agencies 
with their extensive organizations and with the ramifications of 
their investigating system there is a certain element lacking, 
namely, a convenient manner for creditors selling the same 
accounts to interchange ledger experiences. 

Recognizing this need, the National Association of Credit 
Men has set forth a medium through the Credit Interchange 
Bureau Department to provide an impartial means between cred- 
itors to establish a system whereby members who are interested 
in any account may freely and unreservedly interchange the facts 
contained in their ledgers, without the necessity of direct refer- 
ence, each to the other ; also without divulging this information 
under their own name ; and at all times receiving in return for 
each experience or comment contributed by them, the combined 
experiences of all others interested in the same account under 
investigation. 

The credit information assembled by these bureaus differs 
materially from the nature of data that is supplied by the mercan- 
tile agencies, for the interchange of ledger and other credit experi- 
ences does not directly concern itself with record of antecedents, 
financial statements, nor the dealers' character and reputation. 
Such an interchange system takes into consideration solely the 
subject's recent purchases and the manner of payment of same. 

Experienced credit managers are agreed that this form of 
information constitutes the most valuable basis of credit extension 
at present available, for it is recognized that the record of the 
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subject's purchases and payments, provided it is sufficiently com- 
plete, affords more material for intelligent credit analysis than 
the combined record of antecedents, financial rating and a report- 
er's opinion. 

With about fifty such offices, or bureaus, as they are known, 
in the principal markets of the country, the Credit Men's Asso- 
ciation, coordinated in their manner of operation, the credit 
grantors have a source of investigation that assures an adequate 
and uninterrupted national intermarket clearance of credit experi-- 
ences, and with a Central Credit Interchange Bureau operated at , 
Saint Louis, Missouri, such investigations are handled with the 
necessary despatch required by the Credit Department desiring to 
pass on the account or order. 

METHODS OF OPERATION 

The first step is in each subscribing member of an Inter- 
change Bureau filing a complete list of active customers. A card 
is then made out in the office for each of these customers and is 
filed alphabetically. Upon each of these cards are entered the 
numbers of those houses that are shown to be selling the dealer 
whose name the card bears. Accordingly when an inquiry is 
received, as the clerk refers to tlie file, and to the inquired upon 
dealers' card, he can tell at a glance what members are interested 
in that particular customer. He knows, therefore, where infor- 
mation about that dealer may be had, and he also knows what 
members among local market will be interested in learning of any 
change, favorable or unfavorable, that may occur in that dealer's 
condition. 

This method insures the elimination of the so-called inquiry 
sheet or clearance sheet which is not regarded the scientific 
method of assembling information and which has been used in 
the past, for, instead of preparing a list of all inquiries received 
and sending to each member to be checked, this improved man- 
ner of operation enables the bureaii tc prepare a form similar to 
the formerly used subscribers' reply ticket, filling in the name 
and address of the inquired upon subject, so that a cooperating 
member receives a ticket of inquiry only when the bureau records 
show his interest in the account and that member has then, only to 
insert his experiences and return same to the bureau as promptly 
as possible, thereby enabling the local markets to be thoroughly 
cleared in a limited number of hours rather than in several days. 
The furnishing of a list of customers is a necessary condition of 
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participation in the bureau, under the new plan of nation-wide 
operation. 

At the same time the local clearances are started, each office 

clears direct, all other participating bureaus that are in the Nat- 
ural Zone of direct purchasing interest of the inquired upon 
subject, or, in other words, that territory in which the majority of 
dealers concentrate the preponderance of their purchases, follow- 
ing an office chart, which has defined these zones of interest. In 
this manner, it makes each office, to a partial degree, a central 
clearance office. 

A further inquiry is referred to the Central Credit Inter- 
change Bureau, operated at Saint Louis, which has record of all 
bureaus interested in each account that would not be termed in the 
natural direct zone of concentrated interest or purchasing, of the 
inquired upon subject and the Central Bureau, upon receipt of 
this inquiry, immediately notify the interested offices of this 
pending inquiry and they in turn, following the previously de- 
scribed local method of clearing, obtain what information is 
available in their district and forward the information resulting 
from investigation, direct to the original inquiring association 
office. 

In this manner, the Central Bureau is not a bureau for tabu- 
lating reports, but rather carries records of the markets that are 
interested in various inquired upon parties and the information 
being sent direct to the office from which the inquiring house is a 
member, materially reduces lost time and effort in completing a 
clearance and enables the department to supply inquiring mem- 
bers with completed investigation of each market in a limited 
number of hours, plus the time of mailing to and from the markets 
to be cleared. 

The peculiar value of this source of information gathered 
and disseminated through the Credit Men's Association Bureaus, 
lies chiefly in the fact that such information is not- based upon 
anybody's opinion, as for example, that of an agency reporter, 
nor does it have any reference to what the subject may say about 
himself — -either or both of which may be at variance with existing 
conditions. On the contrary, such a report is a concise and un- 
colored record of actual transactions, being made up wholly from 
the information furnished by members as a result of actual expe- 
riences at the time inquiries are made. 
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GETTING A STATEMENT 

The following letters have been used in securing information 
from a new or an old customer and are well worth considering as 
productive in securing accurate and important information. 
They among other things suggest the securing of a statement 
from the debtor. The statement is a most important source of 
information and its treatment will be fully considered at another 
place in this discussion. There are also some checking letters. 

Asking a statement from a new account 
Dear Sir :- 

Received with pleasure the order you were kind enough to 
give us as an evidence of your interest in our productions. 

We have not thus far had the privilege of serving you, and 
are therefore without the necessary trade information concerning 
your good firm, and we are sure you would wish us to have 
details at your hands in preference to receiving them unauthor- 
ized from other sources. 

We, therefore, submit for your convenience a customary 
blank which we ask you kindly to fill out for us with figures 
from your most recent inventory, and return to us at an early 
convenient date. 

May we count upon your prompt response ? 
Truly yours, 

. . A second request for information from a customer 
Dear Sir :- 

We are at a loss to know just why it is that we do not receive 
a reply to our several letters, regarding a statement of your af- 
fairs. We are not actuated by anything but a sincere interest in 
your welfare and a desire to be of service to you. 

We trust, therefore, that you will let us have this informa- 
_tion without delay. 

Yours \'ery tndv. 
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When a customer refuses information, references and statement 

or ignores such requests 
Dear Sin- 
As we have written to you several times, asking you for the 
courtesy of a statement of your affairs, in as much as we have 
had no previous deaUngs, and since we have had no reply to these 
several communications, we can only assume that you are not 
interested in the subject. 

We shall therefore drop the matter, and cancel the order. 
Yours very truly, 

Asking references and statement from a non-rated prospective 

customer 
Dear Sir:- 

We are very appreciative of your inquiry and hope that it 
shall be our privilege to serve you. 

Yours being a newly organized institution — your name does 
not appear in the reference books of the Mercantile Agencies — 
we would therefore be pleased to have you supply us with infor- 
mation regarding yourselves, together with the names of firms 
in our and kindred lines from whom you have been buying. 

Possibly you are in a position to furnish us with a statement 
of your affairs, that we may more quickly reach an understand- 
ing; in which event you will find enclosed a form convenient for 
that purpose. 

We hope to hear from you promptly. 

Yours very truly. 

Request for statement from an old customer who asks for more 

credit 
Dear Sir:- 

Your order recently placed with us through Mr. • 

was appreciated as evidence of your continued interest and con- 
fidence in our merchandise. It shall be executed with the utmost' 
promptness, and since we are in a better position this year to 
Eerve our customers than ever before, we hope tliat we may offer 
you the advantages of these improved facilities. 

Incidentally we notice that we have never received from you 
a statement of your affairs, and since we assume that in common 
with most other merchants, you have either recently completed 
your annual stock-taking, it will probably occasion you no incon- 
venience to supply us with this information now. 
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For this purpose, we enclose a blank which you may fill in 
with your latest figures when you have them accumulated, and 
return to us. This courtesy on your part will be aH)reciated. 

With best wishes for a most successful season, we remain 
Yours very truly, 

When references are given but no statement 

Dear Sir :- 

Your letter is indeed a satisfactory response to our inquiry, 
quite satisfactory in the main. The references you name are 
high grade and reflect favorably upon your institution, in that 
they show the standing of houses with which you do business. ■ 

We shall advise our salesmen to that effect, but in the mean- 
tihie we should like to have you give us some further details 
concerning the financial composition of your firm, for which 
purpose we enclose a blank. Will you kindly fill this in with 
figures from your latest inventory and return to us when 
completed. 

Be assured that our inquiries are only promoted by the usual 
husiness prudence, a prudence that has your interest as much at 
heart as our own. 

Yours very truly, 
(End) 

Used to acknowledge a statement 
Dear Sir> 

We thank you very much for the financial statement you 
have sent to us, and are pleased to observe the very excellent con- 
dition it discloses. 

Your order has already been put into work, and will be 
hurried along to completion, and we hope to get your merchandise 
to you in ample time for your requirements. 

We shall look forward as a result of this initial contact to 
larger and more extensive dealings in the future, and with best 
wishes for a most successful season we remain. 

Yours very truly. 

Checking a reference given 
Dear Sir:- 

An order for about $ from 

is accompanied by the information that they also buy of you. 

Being our first transaction, we are without adequate knowl- 
edge of this concern and would appreciate it if you will give us 
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the benefit of your experience, together with such details regard- 
ing capital, character, etc., as you can consistently disclose. 

We enclose self-addressed envelope for your reply and 
assure you of our readiness to reciprocate at any opportune time. 
Yours very truly. 

Trade checking through reference given by a customer 

Dear Sir:- 

We are revising our files concerning 

who we believe is also a customer of yours. 

We give you below a synopsis of our experience and will 
appreciate it if you will reciprocate in kind. 

Our inquiry at this time is prompted entirely by the desire to 
bring our information up to date, and should we learn anything 
of interest we shall communicate it to you. 

Yours very truly. 

To attorney where necessary to get information 

Dear Sir :- 

Kindly favor us with information relative to 

from a credit standpoint involving possible transactions of $. . . . 
in the course of the next three months. 

Please state from your own knowledge and observation 
what is the standing of the firm in your community, morally, 
socially and financially ; whether their business presents an air of 
progress and prosperity; what kind of clientele they cater to; 
whether they are doing the leading business in their line in your 
city; if the members of the firm are men of integrity who are 
known to stand back of any agreement and contract they enter 
into, if they are strictly attentive to their business or have outside 
ventures; if their habits are extravagant or otherwise; what, if 
anything you may know or can ascertain regarding their means 
and their habilities, and anything else that may have bearing on 
this firm from a credit standpoint. 

We take jour name from 

who speak very highly of you, and shall hope to receive from you 
the same conscientious service that we receive, as a rule, from 
representatives of that list. We enclose fifty cents in stamps 
in a preliminary way to cover cost of report and anticipate your 
early reply. 

Yours very truly. 
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CHAPTER HI 
A Word on Collections 

The condition of the payment record of customers in toto is 
a very important indicator for the credit man. Strains in the 
credit fabric indicating approaching critical conditions in the 
affairs of an individual company, a section of the country or the 
country as a whole, are, as a general thing, preceded by a slowing 
down in the activity of the credit of the country or of the individ- 
ual concern. It is an endless circle of inability to make prompt 
payment because prompt payment has not been made by debtors 
the next step removed. As each or any stage of manufacture 
clogs up and becomes slow pay so it becomes increasingly diffi- 
' cult for the next stage to pay until the buck has been passed 
around the circle and we have a general stagnation. 

The condition of collections then is a very interesting barom- 
eter of general conditions and a close and accurate analysis of 
collections is highly important to the credit man. But how shall 
we measure the collection condition ? The amount of outstanding 
or even past due accounts is by no means an indicator by its bulk 
alone. Too many men are made unduly pessimistic because on 
any certain date their past due accounts are greater than on a 
corresponding date the previous years. There is a variable that 
must be taken into consideration each time and too often the con- 
sideration of this variable is omitted. 

Became the past due accounts this year amount to fifteen 
thousand dollars whereas they amounted to only ten thousand 
last year we are not necessarily to decide that collections are 
^9 
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worse. If we are confronted with this condition, let us say at the 
end of the fiscal year, we must compare the remaining past due 
items with what caused their possible existence. If the sales for 
the preceding year were one hundred thousand dollars and the 
past due on January first ten thousand we have a percentage of 
slowness of ten per cent/ Then this year if we are to have past 
due accounts of fifteen thousand dollars and the same percentage 
of slowness, we should expect to have accumulated this amount of 
slow accounts from one hundred and fifty thousand of sales for 
the year. 

Mathematically speaking and reducing this type of analysis 
to a formula we would get the following; 

_. ,„, Past Due 

Degree of Slowness = y^,^g^^ 

In the first case with sales of one hundred thousand dollars 
and ten thousand past due accounts and substituting these figures 
in the formula we would have : 

Degree of Slowness= — '- = io% 

" 100,000 

If in our second year in which we have past due accounts of 
fifteen thousand dollars and if we should find our sales had been 
two hundred thousand dollar^ we would have a chance to compare 
the "Degree of Slowness" by writing into the formula these sec- 
ond figures. This would result as follows: 

Degre 

This will indicate not a worse "Degree of Slowness" but an 
improvement of two and one-half points or twenty-five per cent. 
In other words to have the resultant percentage from the table 



,l,z.obyGOOglC 



A WORD ON COLLECTIONS 41 

equal ten per cent., the amount of past due accounts would have 
to have been twenty thousand dollars. In other words the 
sales having doubled the past due should have doubled but it has 
only increased one-half or fifty per cent., and in its formula the 
percentage has fallen twenty-five per cent, or one-quarter. 

This method will establish a way of comparing actual "de- 
grees of slowness." But it can, in practise, be developed beyond ' 
this point by establishing a "Degree of Liquidity." (A discussion 
of this will also be found under the chapter on Internal State- 
ment Analysis.) 

For this we can also develop a mathematical formula, that 
will make possible the comparison of liquidity from year to year. 
This formula should be written : 

Year's Sales 

Degree of liquidity ^ 

Outstanding Receivables 

If a company is selling on sixty days' time and, for argu- 
ment's sake, its customers are all paying on exactly this schedule 
then we should have for every one hundred dollars in receivables 
on an average, six hundred dollars in sales, because sixty days is 
one-sixth of the commercial year, roughly speaking. In this sup- 
position the formula, with this amount entered would read : 

600 

Degree of liquidity = = 600% 

roo 

If as a matter of fact the outstandings were one hundred 

and fifty dollars and the sales six hundred dollars the formula 

would indicate as follows: 

600 
Degree of liquidity = ^ 400^ 

This would mean that, in place of selling on the supposed 
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sixty days' time, the actual days to collect were one-half more 
{the proporiion of the difference two hundred, as compared with 
the actual liquidity ratio four hundred i>er cent.) or that the real 
collection period or practical term of sales ran to ninety days, 
The four hundred per cent, means that the sales produce the 
receivables four times a year or that the outstandings equal one- 
fourth of a year's sales. Then by analogy the time in days to 
handle them is one-fourth of a year, three hundred sixty days, or 
a ninety-day period. This is of course on average and normal 
figures and is valuable for comparison mainly when taken under 
similar circumstances. 

The relation between the percentages resultant from the use 
of these formulas will make evident not the bulk condition but 
the relative condition, after making allowance for the variable 
item of sales in its relation to the past due or the outstandings as 
the case may be. It reduces any tendency to become alarmed by 
a mere increase in bulk if accompanied by an offsetting increase 
in volume of business. It also removes the danger of a false feel- 
ing of satisfaction and self-complacency in a decreasing bulk of 
past due or total receivables accompanied by an increased pro- 
portional decrease in volume. If, the volume of sales decreases 
faster than the volume of outstandings or slow receivables the 
indicating ratios will show a falling off in their percentages with 
even a decreased lump of outstanding slow accounts or total 
receivables, and vice versa, 

A RtJNNING ANALYSIS OF LIQUmiTY 

So far our discussion has been limited to a once a year analy- 
sis, as at statement or inventory lime. This kind of analysis, 
however, is of perhaps limited value because of the length of 
time between the two analyses. A closer study should be made 
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and a monthly period is suggested. This monthly analysis is 
valuable because of two things. First it checks oftener and indi- 
cates sooner the approach of periods of credit strain. Secondly, 
over a period of years, it will make possible comparison as be- 
tween seasons, indicating seasonal variations. This seasonal 
study is of great value as it checks up on the temperamental side 
of sales terms. Long datings and seasonal extension of terms 
will be indicated and yearly stresses in different seasons can be 
compared. For the better and more systematic handling and 
accumulation of the necessary data to make this easily done the 
following chart is suggested as a means of collecting, tabulating 
and comparing the necessary information so as to analyze the 
liquidity condition on a monthly basis and indicate seasonal or 
temperamental fluctuations in the basic proportions. 

CHART EXPLANATION 

This chart is designed to cover, in monthly periods, a com- 
plete year's sales operations. Across the top are twelve divisions 
for the months of the year. In the left-hand, first or index 
column, are twenty-four monthly lines covering the calendar 
months twice. As we progress from month to month across the 
year, as displayed in the headings, one month is dropped from 
the top of the active column and one added at the bottom. 

In the January column we find the net sales for each month, 
which, added and carried down to the total line, will indicate 
the sales for the complete year ending December thirty-first. A 
red line under December indicates the end of the first year. In 
the second column we drop January from the first year, at the 
top, and add January for the second year, at the bottom. A 
footing of this column will then give us a year's sales up to Jan- 
uary thirty-first of the second or current year. In preparing to 
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use such a chart it is suggested that the monthly sales for the 
year be entered in the first column and then all the extensions 
made to complete the chart above the middle red line. As the 
new months are added they can well be extended across the 
sheet to complete their part o£ the second year's record. 

Each month a note should be made of the total of the out- 
standings and the past due accounts on the lines provided for 
that purpose. To be conservative and for the sake of accuracy 
any account going past the term of sale should be considered past 
due no matter how slight the defauh. 

USE OF CHART 

With the chart compiled it becomes possible to make some 
very interesting and instructive comparisons and deductions. 

First the amount of both outstandings and past due items 
should each be reduced to their respective proportions with the 
sales for the year ending with the month under analysis. This is 
accomplished by dividing sales total by these respective amounts. 
This plan is suggested for two reasons rather than the reverse 
process of dividing the respective amounts by the sales. The 
first reason is for the sake of uniformity in connection with a 
process of statement analysis as explained in another chapter. 
The second is that an increase in the ratio indicates an improve- 
ment in liquidity which is a more normal record than having a 
decreasing ratio indicate an improved condition. 

With these ratios, expressed in percentages, entered on their 
respective lines it becomes possible to compare the "Degree of 
Liquidity" and the "Degree of Slowness" from month to month 
and from year to year. By establishing a study of this kind sea- 
sonal variations are allowed for, because each monthly study 
is complete in itself, is based on a full year's business, making it 
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less variable, and is comparable to the liquidity and slowness 
studies that may be made at the end of the fiscal year or state- 
ment time, and at the same time In preceding years. 

It might be possible and would surely be interesting to carry 
a space on this record to enter the cash sales for the month or the 
amount of goods sold on which the buyer had taken full benefit 
of the discount. These amounts could be compared with the 
year's monthly sales in the same way. An increase in these 
ratios followed by a decrease in the sales to receivables ratio 
might well be the first indication of the customer taking time 
instead of discounting, perhaps to be followed later by taking 
more than full time. By this method an approaching period of 
general slow pay might well be seen in its early stages and the 
warning hung up against possible cancellations and business 
stagnation. 

A percentage of cancellations could also be figured, recorded 
and compared month by month and year by year. 

With such a method in operation the credit man and the 
executive could measure accurately the condition of collections 
and state of payment by true comparisons rather than by mere 
bulk outstanding regardless of volume. 
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CHAPTER IV 
Collection Letters 

The author frankly admits that from personal experience 
he has had little to do with collection letters. These are a feature 
that enters very little into banking work. For this reason the 
material for this chapter is developed from sources opened by a 
fine spirit of cooperation of commercial men who have been 
through the mill with the delinquent account and thoroughly 
know the game. But the correspondence and discussions in the 
preparation of this particular discussion have led to certain reac- 
tions, probably reflecting the attitude of the recipient of a collec- 
tion letter, that may possibly be productive of good thought, 

AVhen a credit man, who is a credit man and not just col- 
lecting machine, approaches the problem of collecting a delinquent 
account he should have two prime things in mind. He should be 
after the money. He should be trying to keep the account. If 
he should succeed in getting his money and at the same time 
create an animus that precludes his house doing any further 
business with the subject the then collection may prove a serious 
trading loss. 

This collecting of accounts from "Mr. Slowbutgood" is 
more often the treatment of an individual disease than was usually 
recognized some years ago. Some men need only a sharp re- 
minder, some need a bit of humor in the request, some need 
threats and some need the offer of cooperation in working out 
their difficulties. This variation in the causes of delinquency 
and in the methods of treatment by the plain application of logic 
47 
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means that the most desirable way of writing a collection letter is 
to analyze each case independently and prepare a letter for each 
case with the necessary allowances for the variations of tempera- 
ment and conditions. 

It would be manifestly impossible to prepare a series of form 
collection letters that would automatically adjust themselves to 
the variations of character and case so that they could be used 
universally for any delinquent in any line of trade in any location. 

One of the past masters of commercial credit, a man who 
for many years has been a business builder as well as a collector 
of a large and prosperous middle western dry-goods house, in 
answering a request for forms of collection letters used in his 
routine work wrote as follows : 

In answer to your letter of July 14, I enclose a few sheets 
containing thoughts, which I have found especially good, to be 
used in preparation of collection letters. Most of them may be 
familiar to you, as I culled them largely from the bulletins of 
the National Association of Credit Men and from credit letters 
that have appealed to me. We do not use regular form letters, 
but incorporate sentences from the material I am sending, in a 
sort of standardized letter which we write when we think it is 
wise or necessary to write at all. 

When an account is just past due and not paid, we use either 
a rubber stamp or a stidter — samples enclosed — which we find 
very useful. Not until we exhaust these simple methods do we 
begin to write letters. 

The stickers referred to are as follows and are used to attach 
to invoices ; 

SEVERAL statements have \¥ inaccurate, or if there is any 

been sent you. Do not by reason why settlement 

longer delay force the use of , , , 

unpleasant methods to coUect should not be made, call, orno- 

this bill! tify — matters may be adjusted. 
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->'Undoubtedly this matter has 
escaped your attention. 
Your early reply will be 
appreciated. 

^^Your account once more 
brought to your attention. It 
is past due. WHEN can we 
expect payment ? 

■^*We have been very fair 
with you, but this account is so 
long past due that we must 



NOW insist upon immediate 
payment. 

■^"If settlement of this ac- 
count is not made at once we 
will be forced to instruct our 
attorney to collect immediately. 

iW* You have perhaps allowed 
this account to escape your no- 
tice. Please give it your 
prompt attention. 



IMPORTANT NOTICE! 
Unless we receive remittance to cover this account t^ 



, we shall draw on you through our 



FINAL NOTICE 
Unless we receive remittance to cover this account by 

the same will be placed, with our 

attorney, for collection. 

In addition to the stickers this wise old credit man has several 
rubber stamps which he uses on second bills : 



CHECK FOR ABOVE BY 

RETURN MAIL WILL BE 

MUCH APPRECIATED. 

This item is small. Please re- 
mit promptly. This will save 
you the annoyance and us the 
expense of another statement. 

While the use of a form letter of collection may not be desir- 
able because it can not be made individual enoi^h it is still 
interesting to have as examples collection letters that have been 
used to good effect by credit men in handling their accounts that 
have been slow. With the idea of suggestion in phrase, style and 



As you have not replied to our 

statement of 

we have this day drawn on you 
through the bank, and trust 
you will honor the draft 
promptly. 
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method the writer secured a considerable number of collection 
letters, both individual and in series which are reproduced here- 
with as suggestive material. A full appreciation of the courtesy 
and cooperation of the originators is expressed and deeply felt at 
this time. 

The following letter starts on the right track by seeking to 
get the basic information at the time the account is opened and 
should perhaps have been inserted in this manuscript under 
sources of information. 

Letter No. i 

Dear Sir:- 

We beg leave to thank you for your order received to-day 
through our Mr. . 

As we have not had the pleasure of doing business with you 
heretofore, and do not find you rated in the Commercial Agency 
Reports, we enclose a statement blank which we hope you will 
be good enough to fill out as it will give us the information we 
desire in the most convenient form. 

We could, of course, write to your neighbors, but we much 
prefer to go direct to you, for you know more about your affairs 
than any one else, and we are certain that you will understand 
this is no reflection on your credit standing, or in any way ques- 
tioning it. We trust we may find your statement so satisfactory 
that we may often be of service to you and when relations are 
once established they may prove mutually satisfactory and 
profitable. 

We carry the largest and most varied line of any jobber in 
this territory and we are very confident that we can make it to 
your interest to do business with us, and when you come to 
(town) be sure and look us up and we will be glad to show 
you what we can do. 

Hoping to hear from you promptly, we remain. 
Yours truly. 

The following two letters constitute a short series. The 
first, the writer states is changed from time to time to conform to 
seasonable conditions and is sent out without much delay. 
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Letter No. 2 
Dear Sir :- 

Your account to-day shows an unpaid balance of $ 

Perhaps you had not noticed its maturity but now that you 
recall it we know you will act promptly. 

The summer sunshine will probably show up some low spots 
in your neckwear stock that you may want to brighten up with 
a few dozen attractive items. To get them promptly you have 
only to say how many and what styles when you are enclosing 
check. 

Yours very truly, 

The second letter of this series discloses a rather unusual 
device. It has, however, obtained excellent results. It is a good 
example of close observation of things not directly in the depart- 
ment and exemplifies the importance of following the doings of 
the times. 

SERIES A. 
Letter No. 3 
Dear Sir :- 

Kindly advise tis by return mail your records of invoice of 

(date) amounting to $ which still 

remains open and unpaid on our books. 

Under a new ruling of the Interstate Commerce Commission 
express companies are forbidden to pay for lost shipments unless 
claims are promptly filed and as the time is approaching when 
this limitation would bar us from protecting our mutual interests 
we would be pleased to learn bj' return mail whether or not you 
received the package. 

If the delivery was made and you could with your reply 
favor us with a check to cover It would be doubly appreciated. 
Yours very truly, 

In the following series the credit man is big enough to ap- 
preciate the ideas of his co-workers. After the first letter, the 
letters are changed monthly, giving variety and keeping-the series 
always alive. These second letters utilize the best letters "sent in 
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by a branch manager in a. competition among the branch man- 
agers. The fourth of this series is the final demand before plac- 
ing the account in the hands of a collection agency. 



SERIES B 
Letter No. 4 
Dear Sir;- 

Did you overlook forwarding a remittance for your account 

with us of $ , now due, statement of which has been 

sent you, and don't you need something in our line? 

Statistics, even government prepared, indicate stocks are 
diminishing, but we still have a full line from which we would be 
pleased to serve you, and considering transportation difficulties, 
it is always well to order in time. 

Why not "play safe" aiid let the order and check come for- 
^■ard together? Thank you ! 

Very truly yours, 

Letter No. 5 
Dear Sir:- 

We wrote you a short time ago concerning your account of 

$ , but find you have not remitted. As it may have been 

overlooked and is past due, your check in settlement would be 
appreciated. 

It will not be necessary to write us a letter, should you find 
it inconvenient, — although we are always pleased to hear from 
our customers, — just mail your remittance to us attached to this 
letter in order that it may be readily identified. 

Very truly yours, 

Letter No. 6 
Dear Sir :- 

Our aim is to please both with our products and our policies. 

We have adopted terms that are most reasonable — net within 
thirty days. 

We do not wish to appear arbitrary, but we know that special 
concessions in business, like "Special Privileges" in politics, are 
not the most desirable. It would be unfair to our cash customers 
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to extend your time thirty days beyond tlie limit. It would be 
equally unfair to you to give another thirty days more than we 
allow you. 

The best way to give fairness of treatment to every one is 
simply to ask all our patrons alike to observe our regular tenns. 

Your account is now days past due. May we not 

have your check at once for the amount of $ ? 

Yours very truly, 

Letter No. 7 
Dear Sir:- 

Your account with us of $ covers goods sold and 

delivered on terms of thirty days. Your promise to pay and our 
promise to deliver were prominent features of the contract. 

You received the goods but zve have not received the money 
for them which omission has heretofore been ascribed to some 
oversight on your part. 

We would very much dislike to turn it over to some one for 
collection, but your tardiness now makes any other course impos- 
sible, unless we receive your remittance by early mail. 

Kindly return this letter and attach your check to it. 
Very truly yours, 

The following series is self-explanatory on reading and is 
well composed and worthy of study. 

SERIES C 
Letter No. 8 

{Written on company stationery) 
Dear Sir:- 

You owe us an account and we need our money badly. 
Every opportunity has been afforded you to explain your failure 
to take care of this account as you agreed and we are compelled to 
assume that you are holding our money as a matter of conve- 
nience to yourself. This we do not consider fair as conditions 
neither warrant it nor allow us longer to ignore your lack of 
consideration. 

We actually have banked on your account to-day by making 
draft on you through the bank specified on the enclosed statement 
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and you must protect both your own credit and ours by taking up 
the draft promptly. 

You owe it to us to close this account now, to avoid any 
unpleasantness in our relations for you must naturally assume 
that further delay will require more drastic methods. No doubt 
your intentions are right but if you wish to complete this contract 
with us in the same good faith with which you entered into it you 
will appreciate this opportunity to do so. .— "'' 

Yours respectfully, ~" 

Letter No. f) 

(Written on company stationery) _ . " * 

Dear Sir:- 

"Huh! Another dunning letter. Those people needn't be 
so nervous. They'll get their money — some time." 

That's probably what you said when you saw this letter, in 
fact, we almost heard you say it. Now instead of tossing this 
letter aside for "to-morrow" or junking it ahogether, stop this 
time and consider us for a moment. We do not like to write 
dunning letters any more than you like to receive them, but you 

see you have some of our money, $ Of course you 

intend to pay it. Let's square this thing up «OMf. Don't read 
another letter until you have wrapped your check up in this one 
and returned it to us in the enclosed addressed envelope. By 
doing this you will resaie your name from our "unfair" list, and 
you do not know how much we will appreciate it. 
Yours respectfully. 

Letter No. 10 

(Written on company stationery) 
Dear Sir;- 

We desire to direct your attention to your account with us 

amounting to $ , which is considerably past due, and to 

advise that this account has reached the point where we positively 
can not afford to carry it longer. We are simply calling your 
attention to the matter at this time in order that you may have 
an opportunity to adjust peacefully. We trust you will take 
advantage of it. 

If you have any regard whatever for your honest and just 
obligations as well as for your local standing, and would not care 
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to have it known in your section that you violated the confidence 
which we placed in you at the time we extended the credit and 
made shipment of the goods, it will be up to you to remit at once. 

We have shown you every consideration and surely have 
been patient with you. Our patience, however, is now exhausted 
and yon will consider this letter as a final effort on our part to 
adjust to your interest, as with it we have exhausted all means 
to bring about an amicable settlement. 

You surely must have some regards for your just debts, at 
least we assumed you had at the time we entered into the trans- 
action. We only ask that you show us due consideration, such as 
you would expect were our positions reversed and we again want 
to impress on you that this letter is absolutely final. 
Yours respectfully, 

Letter No. Ii 

(Letter sent to bank on company stationery) 
Dear Sir:- 

The account covered by this draft is long past due and we 
need our money, otherwise we should not trouble you in asking 
that it be presented. We are willing and ready to pay for service 
rendered us and if draft is not paid we will remit to you direct 
when you have returned our draft. We need your assistance, and 
advice as to the most effective method of getting payment 
promptly and ask that in returning draft if unpaid, you advise us. 

You might also recommend us to an energetic attorney in 
your vicinity inchned and in position to give this account prompt 
attention if you consider it advisable. 

For your convenience please finri enclosed stamped return 
envelope. 

Yours respectfully. 

Letter No. J2 

(Letter written on House Collection Agency stationery) 
Dear Sir :- 

The above claim lias been placed with us for adjustment with 
instruction to secure settlement at once. As we wish to afford 
you an opportunity to make an amicable settlement, we would 
like to have you advise us fully by return mail your reason for 
not talcing care of this obligation. 
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We judge it is simply an oversight on your part. Your 
prompt attention will save yourself the embarrassment of having 
this matter taken into the court. It is hoped you will appreciate 
this courtesy and that this letter will meet with your prompt 
response in the way of a remittance. 

Very truly yours. 



Letter ^o. 13 

(Letter written on House Collection Agency stationery) 
Dear Sir :- 

We are much surprised that you have made no response to 
our letter regarding this account recently referred to us for col- 
lection by our clients. It would seem to us that you would think 
too much of your local credit standing to allow this matter to be 
referred to our correspondent in your locality so we are delaying 
the bringing of suit simply to give you one more opportunity to 
arrange an amicable settlement. 

However, unless some satisfactory understanding is reached 
within the next ten days we will instruct our attorney in your 
county to take immediate action to force payment. 
Very truly yours, 

Letter No. 14 

(Letter written on company stationery) 
Dear Sir :- 

We beg to advise that we have your account amounting to 

$ ready to be placed in the hands of our attorney in your 

county with instructions to bring suit without further delay, but 
before taking action, and fully realizing that it will be to your 
interests that this matter be settled peacefully, we are simply 
writing you at this time in order to give you an opportunity to 
settle in this manner. 

We would suggest that you take advantage of this opportu- 
nity and forward to us your remittance at once. By so doing you 
will save yourself further embarrassment. Unless we hear from 
you by return mall with remittance, we will forward the account 
to our attorney with instructions to lose no further time. 
Yours respectfully. 



,l,z.obyGOOglC 



COLLECTION LETTERS 57 

Letter No. 15 

(Letter written on company staticmery) 
Dear Sir :- 

We can hardly believe that it is your intention deliberately to 
beat us out of the account that you are owing us amounting to 

$ , although we must confess that the inattention on 

your part to our efforts to collect has almost led us to take it for 
granted that you are. Now all we want you to do is to write us 
indicating that you do not intend to pay. Our reason for making 
this request is the fact that we shipped you merchandise on the 
strength of the good name your friends and neighbors gave you. 
Your banker said you were honest and would pay your bills 
promptly. Others in your town made the same statement. We 
want you to write us refusing to pay the account so that we can 
write your friends and let them know just how badly they were 
mistaken in their oi^nion of you. 

Your failure to answer this letter will be accepted by us as 
an indication that you refuse to pay and will be treated as such. 
Yours respectfully. 

The following three letters are a series that has stood the 
test and has produced results. They are self-explanatory. 

SERIES D 

Letter No. 16 
Dear Sir :- 

Your office has probably overlooked this account, as you 
have usually met your bills promptly at maturity. They are now 
past due and have in part forfeited your discount. 

Will you kindly see that this is given prompt attention, as 
you will undoubtedly wish to avoid interest charges. 
Yours very, truly, 

Letter No. J/ 
Dear Sir:- 

The enclosed statement is one of a series of several that we 
have sent you, to which we have not had any response. 

It is just possible this has been overlooked for some reason. 
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but since, quite contrary to your usual custom, the account is some 
time overdue, we assume that you will prefer to see it paid. 
Yours very truly. 



Letter No. i8 
Dear Sir:- 

We fear you are not attaching sufficient importance to the 
subject of your account, regarding which we have written to you 
several times. We dislike to occasion you more or unneces- 
sary trouble, but you will simply force us to some such course 
unless you see fit to remit immediately to us the balance of the 
account due us. 

There is owing us $ and unless we have this remit- 
tance by prompt mail, we shall instruct our attorney to proceed. 
Yours very truly. 

The following is a regular collection letter where part of the 
bill has been paid. 

Letter No. ip 

Dear Sir:- 

The purpose of this letter is to direct your prompt and active 
attention to the balance of your fall account. 

On the threshold of our spring activities and especially in 
the present time of unusually difficult financing, we are really in 
need of the proceeds of our fall transactions for current manufac- 
turing requirements. 

We feel sure that this direct personal appeal will meet with 
your ready response, and accordingly shall look forward to an 
early remittance. 

Tmly yours. 

The following letter asks payment of old past due account 
before shipping or even making up a new order. 

Letter No. 20 
Dear Sir;- 

We have before us for consideration your valued order 
recently given our representative, for which we are appreciative 
and which we would like to place in work for you and get ready 
for shipment as stipulated upon the order. 
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We are somewhat handicapped, however, in this direction, 
from the fact that there is a past due indebtedness of yours still 
open on our books agigregating $598.00, that we should have had 
your check for before this. 

Will you please assist us in the proper disposal of your order 
by clearing- up this past due indebtedness with a prompt remittance 
and let us hear from you at once ? 

Yours very truly, 

The following letter is used to explain matters where too 
great a discount has been deducted. 



Letter No. 21 
Dear Sir :- 

We appreciate and thank you for your remittance of $ 

but find that you have deducted greater discount than our terms 
provide for, and consequently we can not credit your remittance 
in complete settlement. 

We have credited the payment in accordance with the en- 
closed statement, allowing you the best discount that we can 
under a proper interpretation of the discount terms, and on this 
basis there is a balance of $ in our favor. 

Will you please send us an additional remittance for this 
amount in order completely to adjust the account without delay? 
Truly yours. 



This letter carries with it a pamphlet explaining the Trade 
Acceptance. 

Letter No. 22 
Dear Sir :- 

We want to bring to your attention a feature of the Federal 
Reserve Act that has a direct bearing upon business — your busi- 
ness — and our business, as distinguished from the purely bank- 
ing features of the Act. 

This little pamphlet tells in brief but explicit form the advan- 
tages to buyer and to seller, of the use of Trade Acceptances so 
called. 

It tells how by use of this instrument the seller puts into 
liquid form the assets usually locked up in the book accounts. 
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enabling him to lower the expense of doing business and to reduce 
the costs of production and eventually lower prices. 

It also shows how by the use of the Trade Acceptance the 
buyer secures the advantages that generally accrue to the cash 
buyer only, and places his credit upon stronger and higher basis. 

We are asking the cooperation of our more responsible cus- 
tomers to utilize Trade Acceptances in our relations to each other 
and thus secure to both parties, you and ourselves, the substantial 
advantages that flow from their use. 

We hope you will give this subject your earnest considera- 
tion and your favorable conclusions. 

Yours very truly. 

The following Several letter bodies indicate that ingenuity 
and humor perhaps have a place in the writing of collection let- 
ters. In the use of these special letters the originator secured 
very direct results. 

SERIES E 

Letter No. 23 
Dear Sir:- 

A great deal of ingenuity is wasted in trying to extract 
money painlessly by correspondence. Sometimes a letter is writ- 
ten under a misapprehension of the facts as the customer sees 
them. Often a reference is made to an item which has been the 
subject of correspondence with another department. Like the 
"busy signal" this is irritating, but the irritation is unintentional. 

All of which is preliminary to saying that there is past due on 

your account $ If your records agree with ours, please 

send us a check. If not, please thrash it out promptly with the 
writer. Very truly yours, 

Letter No. 24 
Dear Sir;- 

We have not heard from you in reply to our letter of 

(date) regarding your past due account, $ We maybe a 

little too soon in our follow-up, but the amount is so small that it 
classifies as a clerical rather than a financial inconvenience on our 
books. We feel quite sure that it will not discommode you seri- 
ously to let us have your check and if you can do so by return mail 
we shall appreciate it. 
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Letter No. 25 
Dear Sir :- 

We have written you two letters on the subject of your past 

due account, $ but have received no reply. We want to 

handle this the way that suits you and in the absence of advice 
from you to the contrary or a direct remittance we will on (week 
later) draw on you for that amount. Please let us know promptly 
if this is not the way you want the matter handled. We do nek 
wish to annoy you ; all we want is to get our money. 

SERIES F 

Letter No. 26 
Dear Sir :- 

Some one wrote us last month that we "pulled the wrong 
letter out of the bag" to fit his case. We wish we could draw 
ihem out of a bag. It would be easier and possibly just as effec- 
tive. But we really write a separate letter to each customer and 
try to remind him in an inoffensive manner that his account is 
past due. It is much more to the credit of our customers than to 
ours that our letters seldom give offense. 

There is $ past due on your account Kindly send us 

a check or a reason for postponing payment. 

Letter No. 2J 
Dear Sir:- 

Measured by results, that letter we wrote you (date) regard- 
ing your account was a dud. Perhaps it reached you at a bad 
time of the month. Maybe we are too prompt with our follow-up. 
Possibly we are growing too sure of ourselves and needed a 
lesson. 

The lesson having soaked Into our craniums that we are not 
such effective letter-writers after all, why not send us a check 
for$ ? 

SERIES G 

Letter No. 28 
Dear Sir :- • 

We would like to express a blanket appreciation for the way 
in which the letters from this department have been received. It 
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takes money to run business and we have no Trotzky press on 
which to print it. We must depend on our customers and they 
always respond. 

There seems to be $ open and past due on your ac- 
count. I£ your books agree, please send us a check. If they do 
not, kindly write us. Next to a remittance, we enjoy a cordial 
cooperating letter. 

Letter No. 29 
Dear Sir :- 

Our letter of (date) regarding your small past due balance 
has not resulted in a reply as yet. Possibly we are a little too 
prompt in expecting it, but our biggest fault in the matter of col- 
lections is the speedy way in which we follow them up. We try 
to do this as courteously as possible but we must plead guihy to 
the sin of persistence. Can you let us have a check just as well 
as not for $ ? 

SERIES H 

Letter No. 30 
Dear Sir :- 

Occasionally we are complimented on the wording of .a col- 
lection letter. Once in a while the same letter moves the recipient 
to anger. When the latter occurs we are sincerely troubled be- 
cause an offended customer is a permanent loss which more than 
offsets the few days gained in getting our money. Our intent is 
to write just as courteously as we would say the same thing face 
to face. 

In this instance yon happen to be the victim of one of our 
efforts. There is past due on your account $ A remit- 
tance will be appreciated, or a correction if we are in error. 

Letter No. 31 
Dear Sir ;- 

You did not answer our letter of (date) regarding your 

account, $ Perhaps your regular routine is broken up by 

the vacation system. Maybe we have made a blunder and you 
are trusting to time to enlighten us. It would make it a lot 
easier for us if you would let us know just what is causing the 
delay. 
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Letter No. 33 
Dear Sir :- 

Our letters of (date) and (date) on the subject of your past 

due account, $ , do not seem to have ehcited a response. If 

there is any reason why the account should not be paid we have 
no means of knowing what it is unless you tell us. Can't some 
one in your office take the time to write a check for this amount 
or a letter, telling us just why the account is not paid? We 
shall be very grateful for either. 



SERIES I 

Letter No. 33 
Dear Sir :- 

There is past due on your account $ This includes 

all items older than (date). 

There is no use camouflaging the fact that the purpose of 
this reminder is 

(a) to get the money, 

(b) to ascertain the cause of the delay or 

(c) to uncover any difference that may exist between 
your books and ours. 

And the greatest of these is (a). 

Letter No. 34 
Dear Sir :- 

We are going to take a chance on crossing your remittance 
in the mail, and call your attention again to your past due account 

amounting to $ , regarding which we wrote you on ( date) . 

If you have not done so, we trust that you will either send us a 
check or advise us as to the cause of the delay. We do not want 
to become a nuisance to you and yet we would really like to know 
if there is any reason for additional delay in settling this account. 
We may be able to remove that reason. 

Letter No. 35 
Dear Sir :- 

We have written you two letters regarding your past due 

account, $ but without response. It may be possible that 

you are waiting for us to make a draft on you. We will assume 
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that such is the case and will draw on (week later) unless we 
hear from you in the meanwhile. 



SERIES J 

Letter No. 36 
Dear Sin- 
Have you overlooked us? There is $ open on your 

account older than (date). Do you desire any further details? 
If you have all the data necessary, kindly send us your check. If 
not, please write us. 

Letter No. 3/ 
Dear Sir ;- 

We trust we are not too prompt in following up our letter of 

(date), but your past due account, $ is still open and we 

have not heard from you. We do not believe it will inconvenience 
you greatly to send us your check for this amount and it will be 
appreciated by us. 

Letter No. 38 
Dear, Sir :- 

We have written you two letters regarding your account, 

$ , but have had no reply. It is quite possible that you are 

waiting for us to draw on you. In the absence of advice from 
you we will on (week later) make a sight draft for the above 
amount. We prefer direct remittances and if you are of the same 
tnind please send us your check so as to reach us before (date). 

SERIES K 

Letter No. 3p 
Dear Sir:- 

Perhaps the fact has slipped your mind that you owe us 

$ that is past due. Maybe you have mislaid the bill. 

There is possibly a good reason for the delay. Please send us a 
check or write us, addressing your letter to the attention of 



Letter No. 40 
Dear Sir :- 

We trust that we are not too soon in calling your attention 
to our letter of (date) regarding your past due account, $ 
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Our own needs are our excuse for writing you so promptly. 
Kindly send us a check by return mail. 

Letter No. 41 
Dear Sir:- 

We have written you two letters regarding your small past 
due account, $ , but have had no reply. We can not pos- 
sibly know what is delaying this payment unless you tell us. We 
will assume unless we hear from you that you are waiting to be 
drawn on and will make a sight draft (week later). 

Please do not fail to advise us if for any reason you do not 
plan to honor this draft. It does not help us at the bank to make 
unnecessary sight drafts. 



SERIES L 

Letter No. 42 
Dear Sir :- 

About the most non-essential job In the U, S. A. should be 
Collection Letter No. 2, Our books show that there is past due 

on account $ Please do not wait for another reminder. 

Either send us your check or a letter explaining the delay. 

Letter No. 43 
Dear Sir:- 

We wrote you on (date) regarding your April account, 

$ , but have not heard from you. We assure you that the 

writing of these letters is neither a pleasure nor a perfunctory 
matter. We are considerably handicapped by delays in settle- 
ments of various accounts and we trust that you will not hold us 
up unnecessarily in sending us a check for the account. 

Letter No. 44 
Dear Sir :- 

We do not know just why you do not reply to our letters 

regarding your April account, $ We do not believe that 

you fully appreciate how much we are inconvenienced by your 
silence in connection with this bill. Please let us hear from you 
with a remittance or with a statement of your reason for with- 
holding payment 
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Letter No. 45 
Dear Sir :- 

We have written you three letters regarding your April ac- 
count, $....... Please do something to relieve this situation as 

it is Iiardly fair to us to expect us to write for an indefinite period 
regarding a perfectly just and very much past due charge. If 
you need invoices, advise us. If you have the bills, send us a 
check. In any event, do something to break the silence at your 
end of the line. 

Letter No. 46 
Dear Sir:- 

This is our fifth letter to you on the subject of an April bill, 
$ and we might as well be pulling off a moving picture in 

a blind asylum so far as any attention to the subject in hand is 
concerned. Can not some one in your office make this a special 
order of business and at least acknowledge receipt of our letters 
and give some evidence of the fact that the matter is receiving 
attention ? 

The account is very much past due and the goods were sent 
ycu on thirty days' terms. Please let us hear from you. 
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CHAPTER V 
Acceptances 

Too much has already been written on the subject of accept- 
ances, both bank and trade. The average man who has attempted 
to read all the articles, books, pamphlets, sermonettes and bro- 
chures that have been put into print during the past several years 
is liable to be so thoroughly befogged by the mass of materia! 
that he can not extract from the mass the few salient points of 
greatest importance. At its inception the campaign for the adop- 
tion of the acceptance was, in the opinion of the writer, sur- 
rounded by an artificial and insecure glamour of phrasing and 
example that instilled into the mind of altogether too many 
business men the feeling that the millennium of finance would be 
here if only the acceptance could be made the medium of pay- 
ment. Acceptances became to be believed a kind of modern al- 
chemy, skilled in the transmutation of two bad credits into one 
good one when joined by the bond of an acceptance. 

This superenthusiasm produced a condition of financial mania 
that placed the acceptance before the average mind, not properly 
prepared, in a way that in many instances has led to serious mis- 
understandings concerning a perfectly useful and perfectly eco- 
nomic instrument when used in a logical and thoughtful manner. 
In its field the acceptance is a proper, useful and economical 
instmment tc use. When, however, it is used as an artificial 
means to an uneconomic end it causes only disappointment and 
disquiet. The writer remembers an advertisement that came 
to his attention some time ago. It reads as follows : 

67 
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GETTING YOUR MONEY BEFORE IT IS DUE 
(Here was a reproduction of a specimen trade 
acceptance. ) 

A trade acceptance saves the transmission of cash and 
enables the creditor not only to arrange the definite date of 
payment with the debtor, but, if necessary, to secure the use 
of a sum, practically the equivalent of the debt, long before 
the debt is due in the ordinary course of business. 



To the writer there appears to be a very serious anachrc 
in this rather circusy type of advertising that is misleading and 
harmful because it is unfair to the acceptance. The heading 
states that you get your money before it is due and then in the 
body of the ad speaks of a practical equivalent of the debt. First 
of all, the writer does not believe that the American business man 
expects or wishes to get anything before it is due him, being 
satisfied to get what is due him when it is due. In the second 
place, there is a serious question as to whether an acceptance is 
really a practical equivalent of payment which the heading infers. 
That it is a practical equivalent of the debt is probably true be- 
cause it is an expression of the debt in another form and is there- 
fore its equivalent. But the average inference that would be 
drawn is that by securing an acceptance the creditor had secured 
an equivalent of payment, and this is not what has happened. 
Why ? Because first of all the debt is not paid until the accept- 
ance has been honored. Secondly, when a debt is actually paid 
the creditor has the funds to use as he sees fit without any strings 
being tied to them. If, by rediscount, he wishes to take advantage 
of the liquidity of an acceptance he is put temporarily in funds, 
under the shadow of a contingent liability of endorsement. This 
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ma}- at the t!me of maturity return in form to a direct debt by the 
iion-ijayment on the part of the acceptor. 

So it can be seen clearly that the securing of an acceptance is 
not, never has, and never will be a payment in actuality of a debt, 
payment being deferred by the credit nature and liquidity of the 
acceptance until the maturity of its due date. This draws a sharp 
distinction between the funds secured by actual payment which 
may be used without economic restriction and the acceptance 
which is a definite acknowledgment but not the actual pajonent 
of a debt. The fact that these two features have become confused 
is what has led to many of the misunderstandings and dissatisfac- 
tions on the part of the business man in connection with many of 
the restrictions that have been thrown around the use of the 
acceptance. 

WHAT IS A TRADE ACCEPTANCE? 

Because of its simplicity and exactness the writer quotes the 
description of an acceptance from the pamphlet Trade Accept- 
ances, What They Are and How They Are Used, by Robert H. 
Treman, issued by the American Acceptance Council, as a reprint, 
in January, 1920. He says : 

"A trade acceptance is a time draft drawn by the seller of 
merchandise on the buyer for the purchase price of the goods and 
accepted by the buyer, payable on a certain date, at a certain place 
designated on its face." 

In its physical aspect the acceptance takes the form of a 
draft with the addition of the acceptance on its face. The follow- 
ing is an example of such a form. 

The trade acceptance being a draft, which can be forwarded 
for acceptance and completion at the time of shipping, when 
accepted forms a special acknowledgment of the debt incurred 
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by the receipt of a certain order of goods of equal dating. It has 
this difference from an open account in that it is a negotiable 
instrument, of individualistic acknowledgment of a certain debt, 
instead of a restricted negotiability as is a book account, with a 
more general and much less exact acknowledgment of individual 
shipments. 

This character of negotiability has led to the suggestion of 
two main things. First, that it would make it easier for the owner 
of an acceptance to render liquid his receivables by rediscounting 
the acceptance. Secondly, that this very liquidity of rediscount 
might tend to stimulate credit inflation. 

TRADE ACCEPTANCES, LIQUID OR NON-LIQUID 

In the relation between bank and borrower there are two 
main characteristics. The first of these is the confidence of the 
bank in the borrower, the belief that the borrower is sound, from 
the credit standpoint, and that he will pay his debts when and as 
they become due. ■ Based on this premise the bank is ready, when 
able, to extend to the customer the equivalent of money with 
which he can settle his other debts. This second characteristic 
is approximate to a cash transaction because with the proceeds of 
the credit the debtor can pay his other creditors and annul their 
debts. It is strongly reminiscent of the story of the young man 
who was advised by his mentor to pay his debts and answered, 
"Willingly, my lord, if you can tell me where to borrow the 
money." 

The point of the argument is that in giving a customer credit 
by discounting an acceptance the bank has to dip into its available 
loanable funds to the same extent as it would have to do if it 
loaned the customers the same amount on a straight note. There 
is no practical difference in the strain on individual banking loan- 
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able funds. There is little or no economic difference in loaning 
the customer money direct and allowing the customer to carry 
his accounts, or extending him assistance from the same pot of 
loanable funds, carrying them for him on his guaranty by en- 
dorsement of a negotiable instrument, except in security to the 
bank. The amount of extension is the same and the strain on the 
whole amount of the loanable funds is the same, and the banking 
point of strain is the same. 

The difference lies in the fact that the discounting of trade 
acceptances relieves the commercial man from performing a 
banking function in the carrying of his accounts and places the 
operation within the physical zone of banking operations. This 
is perhaps as it should be and is, after all, one of the main argu- 
ments for the development of the acceptance instrument. The 
whole business of the bank is based on the scientific accumulation 
and economic management of credit, and by centrahzing credit 
operations within the banking machine we are pretty certain to . 
accomplish a more economical use and a more scientific distri- 
bution of the whole supply of available, loanable funds. But 
the commercial man must not be too impatient of direct results 
from the basic economies that can eventually be developed by 
such a system when at last it may reach its highest efficiency. 
The business man has been led to expect much cheaper borrowing 
rates for his acceptances and in many instances is turning against 
the acceptance because these cheaper rates have not been forth- 
coming in any great degree. Banking practises change slowly 
and as yet it has not become common to attach much weight to 
the strength of the acceptor, except in exceptional instances, rely- 
ing almost solely on the strength of the endorsement when ex- 
tending credit by discounting an acceptance. 

But one point stands out preeminent in the whole scheme. 
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and that is that the development of an acceptance technique on 
the part of the bankers, that will in the end attach importance to 
the strength of the acceptor, can not be hoped for in a one-sided 
use of the acceptance. If known strong houses are to push the 
development of the acceptance among their smaller and less well- 
known customers but in turn refuse consistently to create accept- 
ances themselves they will by that action largely vitiate any 
attachment of confidence to the strength of the acceptor and a 
consequent differential rate. If the scheme can be carried 
through as a whole and without favoritism such a differential 
might logically be looked for when using the acceptance as a 
■ means of securing bank accommodations, especially for two good 
names. 

THE BANK ACCEPTANCE 

A banker's acceptance, as defined by a regulation of The 
Federal Reserve Board, is "a bill of exchange of which the accept- 
or is a bank, or trust company, or a firm, person, company or cor- 
poration engaged in the business of granting bankers' acceptance 
credhs." 

A very large part of the uncertainty and heartburn in con- 
nection with the whole acceptance propaganda lies in the misun- 
derstandings as between the two instruments. A very clear 
demarcation as between these two was made by Mr. John E. 
Rovensky, Vice-President of the National Bank of Commerce, 
New York City, in an address delivered before the meeting of 
the New York Credit Men's Association on November lO, 1920. 
Acknowledgment of the thought stimulus of this address, in the 
following argument, is freely and thoughtfully given here. 

In discussing the trade acceptance the point of the credit 
strain came in the same place, as far as the supply of credit was 
concerned, because the same bank loaning the money was directly 
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stressed. In this method, the bankers' acceptance, the strain upon 
the source of supply, is distinctly different for a very basic reason- 

The practise of borrowing on the straight note or by dis- 
counting of trade acceptances with a bank of deposit; lacking an 
open market, necessitates both the willingness to extend credit; 
and the supplying of the funds. But, by its operation, the use of 
the bankers' acceptance very largely removes this Siamese condi- 
tion. It is not only possible but easy and probable that, by use of 
the bankers' acceptance, the supplying of the confidence and the 
cash will be separate and divided operations and responsibilities, 

A bank in assuming the position of acceptor does not of 
necessity advance from its own supply of loanable funds the 
money needed to put its customer in the position of bettering its 
own cash condition. The story of the physical actions in connec- 
tion with the creation of a bankers' acceptance may make this 
point clearer. A customer of a bank has need of funds and the 
confidence of the bank in his standing is such that they believe 
the risk a good one. The credit file is complete and indicates 
that the customer is fully worthy of the risk. But the bank itself 
is cramped for funds at the moment, due to some local or seasonal 
heavy demand for credit accommodation and, while it believes 
fully in the goodness of the risk, can not combine that confidence 
with the action of supplying of money or deposit credit. It is 
willing to assume the purely credit side of the risk. The bank 
therefore arranges with the customer to draw on it for thirty or 
sixty or ninety days' maturity and itself accepts this draft thereby 
creating a bankers' acceptance. This instrument, due to the 
standing of the bank and the fact that its condition is a matter of 
official inspection and public record, becomes at once an instru- 
ment for which there is a very large market and at a somewhat 
differential rate. The customer can then dispose of this instru- 
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ment in this broader market and be placed in funds, not from 
the supply of his own bank, but from the general national, and in 
some instances international, reservoir of credit. The operation 
of disposing of the instrument can most generally be put through 
by the bank at the customer's request. This can the more easily 
be done because the bank knows the sources of supply and the 
markets for this kind of document better than the individual. 

What has happened is that the bank has loaned its credit but 
has not necessarily drawn on its own loanable funds. For this 
accommodation the bank exacts a reasonable charge which, plus 
the rate of discount on the acceptance, is the cost of the money to 
the customer. The bank has practically assumed the position of 
guarantor on the draft. It must pay the acceptance when due 
whether its customer is in a position to pay or not and has prac- 
tically certified the draft as it might certify a check. 

This relation of having confidence enough in the credit of 
its customer to certify to it, can also be operated in another way. 
In certain instances the customer may arrange to have some one, 
from whom he buys certain supplies, draw on his bank, the draft 
having the proper shipping documents attached. The bank will 
then accept the draft and under proper arrangements surrender 
the documents to its customer. The seller then has a bankers' ac- 
ceptance, with all its marketability and security, in payment for 
his goods. He may hold this to maturity or may arrange for its 
sale direct to or through his own bank. The customer has title to 
the goods and time to accumulate funds to reimburse his bank by 
the time it must meet and pay the acceptance. The bank has exer- 
cised its judgment on the credit risk and has financed the trans- 
action for its customer upon its own credit without creating any 
immediate strain on its own available loanable funds. The ac- 
ceptance finds its way to the portfolio of some one with funds to 
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invest, who will hold it to maturity, or, needing funds in the 
interim, will sell it again, — the acceptance floating always toward 
the market in which loanable funds are most in evidence. 

While much more could be written about the advantages 
and uses of both kinds of acceptances this most important dis- 
tinction, once clearly understood, may help to clear up many of 
the misunderstandings and complaints because certain things 
have been thought possible of performance with one instrument 
that were clearly only within the province of economic and even 
legal activity of the other. 

A WORD OF CAUTION 

Much has been said about credit being frozen when in the 
shape of accounts receivable and liquid when in the shape of trade 
acceptances. The element of liquidity would only he more present 
in the case of trade acceptances if they were used as a borrowing 
instrument. If all the accounts of any house were transformed 
into trade acceptances and if these trade acceptances were held to 
maturity, and if the maturity were of the same trade terms as the 
accounts, as it should be, then very little liquidity would be pres- 
ent above the liquidity of the account receivable. Liquidity 
would be potential perhaps but not actual, unless used. 

This potentiality may be a danger unappreciated by a com- 
mercial house that decides to turn it into actual liquidity by dis- 
counting the trade acceptances held by it. One of the well- 
founded and deep-seated principles of banking is that no bank 
cares to extend credit to any house on a different basis of safety 
than does another bank. If a commercial house is selling its 
paper in the open market or if it is receiving lines of credit from 
several banks it must be very careful not to differentiate between 
banks, giving one its straight name paper and the other double 
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name paper by discounting trade acceptances with it. In sucli 
a case it may find that the bank that had been extending accom- 
modation on the single name might consider its paper not on a 
par with the bank having double name paper and it would not be 
surprising if it were to withdraw its lines or at least greatly 
modify them. A name selling its straight paper in the open 
market might discover that the broker would find its paper hard 
to sell if it became known that it was also discounting its trade 
acceptances with some- bank of deposit or otherwise. It is there- 
fore good policy to stick to one kind of borrowing method, if the 
credit volume is to be unquestionably maintained. 

There follows some quotations from the Federal Reserve 
Bulletin that are of interest in connection with rediscounts: 

REGULATIONS OF THE FEDERAL RESERVE BOARD 

Washington, October 6, 1920 
The Federal Reserve Board transmits herewith a new issue 
of all of its regulations of 1917 applicable to member banks. 
Regulation L, relating to "Interlocking bank directorates under 
the Clayton Act," is entirely new. Regulation F of the new series 
supersedes Regulation F, Series of 1919, and Regulation K of the 
new series supersedes Regulation K, Series of 1920, issued in 
March of the present year. The other regulations of the new 
series supersede the corresponding regulations of the 1917 series. 
Regulations A, B, and I have been materially amended. 
Regulation C has been amended only by the insertion of two sen- 
tences in the first paragraph with reference to the question of 
when trust receipts and bills of lading draffs may be considered 
"actual security" within the meaning of section 13 of the Federal 
Reserve Act. There Jiave been no amendments to Regulation D 
with the exception of two changes intended to make clear that in ' 
the case of "time deposits, open accounts," the thirty days' written 
notice of withdrawal must be actually required by the bank, 
whereas in the case of "savings accounts" and "time certificates 
of deposit" the requirement of notice will be complied with if the 
bank reserves the right; to demand thirty days' written notice of 
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withdrawals. The only substantial change in Regulation K is an 
amendment to the paragraph entitled "Acceptances," which per- 
mits corporations organized under the provisions of section 25a 
of the Federal Reserve Act to accept, subject to substantially the 
same conditions as are imposed by law upon member banks, 
drafts drawn by banks or bankers located in foreign countries, or 
dependencies or insular possessions of the United States, for the 
purpose of furnishing dollar exchange as required by the usages 
of trade in those countries, dependencies, or possessions. There 
have been no substantial changes in Regulations F and H, and 
Regulations E and Gare identically the same as in the 1917 series. 

Regulation J, relating to "Check clearing and collection," 
has not been changed in substance except that certain provisions 
have been struck out which are no longer applicable. Nothing 
has been added to this regiilation and it contains only very gen- 
eral provisions. At the present time conditions vary so much in 
the different districts that it is impracticable to formulate de- 
tailed regulations on this subject to be applied in all districts. 
The Federal Reserve Board will consider a revision of this reg- 
ulation if and when future developments make it seem practicable 
and advisable to issue a more comprehensive regulation. 

Instructions which concern only Federal Reserve Agents or 
Federal Reserve Banks will be covered in separate letters or reg- 
ulations, as in the past. 

W. P. G. Harding, Governor. 

W. T. Chapman, Secretary. 



REGULATION A, SERIES OF 1920. 

(Superseding Regulation A of igi?-) 

Rediscounts Under Section 13- 

A. NOTES, DRAFTS, AND BILLS OF EXCHANGE 

/, General statutory provisions. 

Any Federal Reserve Bank may discount for any of its mem- 
ber banks any note, draft, or bill of exchange, provided — 

(o) It has a maturity at the time of discount of not more 
than ninety days, exclusive of days of grace; but if drawn or 
issued for agricultural purposes or based on live stock, it may 
have a maturity at the time of discount of not more than six 
months, exclusive of days of grace. 

(&) It arose out o'f actual commercial transactions; that is, 
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it must be a note, draft, or bili of exchange which has been issued 
or drawn for agricultural, industrial, or commercial purposes, or 
the proceeds of which have been used or are to be used for such 
purposes. 

(c) It was not issued for carrying or trading in stocks, 
, bonds, or other investment securities, except bonds and notes of 

the Government of the United States. 

(d) The aggregate of notes, drafts, and bills bearing the 
signature or indorsement of any one borrower, whether a person, 
company, firm, or corporation, rediscounted for any one member 
bank, whether State or National, shall at no time exceed ten per 
cent.' of the unimpaired capital and surplus of such bank; but 
this restriction shall not apply to the discount of bills of exchange 
drawn in good faith against actually existing values. 

(e) It is indorsed by a member bank. 

(/) It conforms to all aj^licable provisions of this 
regulation. 

No Federal Reserve Bank may discount for any member 
State bank or trust company any of the notes, drafts, or bills of 
any one borrower who is liable for borrowed money to such State 
bank or trust company in an amount greater than ten per cent.' of 
the capital and surplus of that State bank or trust company, but 
in determining the amount of money borrowed from such State 
bank or trust company the discount of bills of exchange drawn 

^Under the terms of section ii (m) as amended by the act of Mar. 3, 
1919, 3 Federal Reserve Bank may, until Dec. 31, igao, rediscount for any 
member bank, whether State or National, notes, drafts, and bills bearing the 
signature or indorsement of any one borrower in an amount not to exceed 
twenty per cent, of the member bank's capital and surplus, provided that the 
excess over and above ten per cent, be secured by not less than a like face 
amount of bonds or rotes of the United States issued since Apr. 24, 1917, or 
certificates of indebtedness of the United States. 

"Under the terms of section 11 (m) as amended by the act of Mar. 3, 
1919, a Federal Reserve Bank may, until Dec. 31, igzo, rediscount for a mem- 
ber State bank or trust company paper of any one borrower secured by not 
less than a like face amount of bonds or notes of the United States issued 
since Apr. 24, 1917, or certificates of indebtedness of the United States, even 
though such State bank or trust company may already have loaned to the 
borrower under his regular line of credit in excess of the ten per cent, limit 
defined above. If, however, the member State bank or trust company has 
loaned to one borrower in excess of that ten per cent, limit under his regular 
line of credit the Federal Reserve Bank can not rediscount for that State 
bank or trust company any of the paper of that borrower taken under that 
regular line of credit, but may rediscount any paper so secured by Govern- 
ment obligations of the kinds specified up to an amount not in access of 
twenty per cent, of the capital and surplus of such State bank or trust 
company. 
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ill good faith against actually existinp^ value and ihe discount of 
commercial or business paper actually owned by the person nego- 
tiating the same shall not be included. 

Any Federal Reserve Bank may make advances to its mem- 
ber banks on their promissory notes for a period not exceeding 
fifteen days, provided that they are secured by notes, drafts, bills 
of exchange, or bankers' acceptances which are eligible for redis- 
count or for purchase by Federal Reserve Banks, or by the deposit 
or pledge of bonds or notes of the United States, or bonds of the 
War Finance Corporation. 

//. General character of notes, drafts, and bills of exchange 
eligible. 

The Federal Reserve Board, exercising its statutory right 
to define the character of a note, draft, or bill of exchange eligi- 
ble for rediscount at a Federal Reserve Bank, has determined 
that— 

(o) It must be a note, draft, or bill of exchange which has 
been issued or drawn, or the proceeds of which have been used or 
are to be used, in the first instance, in producing, purchasing, 
carrying, or marketing goods^ in one or more of the steps of the 
process of production, manufacture, or distribution, or for the 
purpose of carrying or trading in bonds or notes of the United 
States. 

(&) It must not be a note, draft, or bill of exchange the 
proceeds of which have been used or are to be used for perma- 
nent or fixed investments of any kind, such as land, buildings, or 
machinery, or for any other capital purpose. 

(c) It must not be a note, draft, or bill of exchange the pro- 
ceeds of which have been used or are to be used for investments 
of a purely speculative character or for the purpose of lending to 
some other borrower. 

(d) It may be secured by the pledge of goods or collateral 
of any nature, including paper, which is ineligible for rediscount, 
provided it (the note, draft, or bill of exchange) is otherwise 
eligible. 

iWhen used 
include goods, \ 
stock. 
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///. Applkatious for rediscount. 

All applications for the rediscount of notes, drafts, or bills 
of exchange must contain a certificate of the member bank, in 
form to be prescribed by the Federal Reserve Bank, that, to the 
best of its knowledge and belief, such notes, drafts, or bills of 
exchange have been issued for one or more of the purposes men- 
tioned in II (a), and, in the case of a member State bank or trust 
company, all applications must contain a certificate or guaranty 
to the effect that the borrower is not liable, and will not be per- 
mitted to become liable during the time his paper is held by the 
Federal Reserve Bank, to such bank or trust company for bor- 
rowed money in an amount greater than that specified in I above, 

IV. Promissory notes. 

(a) Definition. — A promissory note, within the meaning 
of this regulation, is defined as an unconditional promise, in 
writing, signed by the maker, to pay, in the United States, at a 
fixed or determinable future time, a sum certain in dollars to 
order or to bearer. 

(b) Evidence of eligibility and requirement of state- 
ments, — A Federal Reserve Bank must be satisfied by reference 
to the note or otherwise that it is eligible for rediscount. The 
member bank shall certify in its application whether the note 
offered for rediscount has been discounted for a depositor other 
than a bank or for a nondepositor and, if discounted for a bank, 
whether for a member or a non-member bank. The member 
bank must also certify whether a financial statement of the bor- 
rower is on file with it. 

A recent financial statement of the borrower must be on file 
with the member bank in all cases, except with respect to any 
note discounted by a member bank for a depositor other than a 
bank or another member bank if — 

( 1 ) It is secured by a warehouse, terminal, or other similar 
receipt covering goods in storage, or by bonds or notes of the 
United States ; or 

(2) The aggregate of obligations of the borrower redis- 
counted and offered for rediscount at the Federal Reserve Bank 
by the member Iwmk is less than a sum equal to ten per cent, of 
the paid-in capital of the member bank and is less than $5,000. 

The Federal Reserve Bank shall use its discretion in taking 
the steps necessary to satisfy itself as to eligibility. Compliance 
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of a note with II (b) may be evidenced by a statement of the bor- 
rower showing a reasonable excess of quick assets over current 
liabilities. A Federal Reserve Bank may, in all cases, require the 
financial statement of the borrower to be filed with it, 

V. Drafts, bills of exchange, and trade acceptances. 

(a) Definition. — A draft or bill of exchange, within the 
meaning of this regulation, is defined as an unconditional order 
in writing, addressed by one person to another, signed by the per- 
son giving it, requiring the person to whom it is addressed to pay 
in the United States at a fixed or determinable future time a sum 
certain in dollars to the order of a specified person; and a trade 
acceptance is defined as a draft or bill of exchange, drawn by the 
seller on the purchaser of goods sold,^ and accepted by such 
purchaser. 

(b) Evidence of eligibility and requirement of state- 
ments. — A Federal Reserve Bank shall take such steps as it 
deems necessary to satisfy itself as to the eligibility of the draft, 
bill, or trade acceptance offered for rediscount and may require a 
recent financial statement of one or more parties to the instru- 
ment. The draft, bill, or trade acceptance should be drawn so as 
to evidence the character of the underlying transaction, but if it 
is not so drawn evidence of eligibility may consist of a stamp or 
certificate affixed by the acceptor or drawer in a form satisfac- 
tory to the Federal Reserve Bank, 

VI. Six months' agricultural paper. 

(a) Definition. — Six months' agricultural paper, within 
the meaning of this regulation, is defined as a note, draft, bill of 
exchange, or trade acceptance drawn or issued for agricultural 
purposes, or based on live stock; that is, a note, draft, bill of 
exchange, or trade acceptance the proceeds of which have been 
used, or are to be used, for agricultural purposes, including the 
breeding, raising, fattening, or marketing of live stock, and which 
has a maturity at the time of discount of not more than six 
months, exclusive of days of grace. 

'A consignment ot goods or a conditional sale of goods can not be 
considered "goods sold" within the nieaning of this clause. The purchase 
price of goods plus the cost of labor in effecting their installation may lie 
included in the amount for which the trade acceptance is drawn. 
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(b) Eligibiuty. — ^To be eligible for rediscount, six 
months' agricultural paper, whether a note, draft, bill of ex- 
change, or trade acceptance, must comply with the respective 
sections of this regulation which would apply to it if its maturity 
were ninety days or less. 

B. bankers' acceptances. 

(a)' Definition. — A banker's acceptance within the mean- 
ing of this regulation is defined as a draft or bill of exchange, 
whether payable in the United States or abroad and whether pay- 
able in dollars or some other money, of which the acceptor is a 
bank or trust company, or a firm, person, company, or corpora- 
tion engaged generally in the business of granting bankers' 
acceptance credits. 

(b) Eligibility. — A Federal Reserve Bank may rediscount 
any such bill having a maturity at time of discount of not more 
than three months, exclusive of days of grace, which has been 
drawn under a credit opened for the purpose of conducting or 
settling accounts resulting from a transaction or transactions 
involving any one of the following : 

{ I ) The shipment of goods between the United States and 
any foreign country, or between the United States and any of its 
dependencies or insular possessions, or between foreign countries. 
While it is not necessary that shipping documents covering goods 
in the process of shipment be attached to drafts drawn for the 
purpose of financing the exportation or importation of goods, 
and while it is not essential, therefore, that each such draft cover 
specific goods actually in existence at the time of acceptance, 
nevertheless it is essential as a prerequisite to eligibihty either 
(a) that shipping documents or a documentary export draft be 
attached at the time the draft is presented for acceptance, or (b) 
if the goods covered by the credit have not been actually shipped, 
that there be in existence a specific and bona fide contract provid- 
ing for the exportation or importation of such goods at or within 
a specified and reasonable time and that the customer agree that 
the accepting bank will be furnished in due course with shipping 
documents covering such goods or with exchange arising out of 
the transaction being financed by the credit, A contract between 
principal and agent will not be considered a bona fide contract of 
the kind required above, nor is it enough that there be a contract 
providing merely that the proceeds of the acceptance will be used 
only to finance the purchase or shipment of goods to be exported 
or imported. 
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(2) The shipment of goods wilhhi the United States, pro- 
vided shipping documents conveying security title are attached 
at the time of acceptance, or 

(3) The storage of readily marketable staples,' provided that 
the bill is secured at the time of acceptance by a warehouse, ter- 
minal, or other similar receipt, conveying security title to such 
staples, issued by a party independent of the customer, and pro- 
vided further that the acceptor remains secured throughout the . 
life of the acceptance. In the event that the goods must be with- 
drawn from storage prior to the maturity of the acceptance or the 
retirement of the credit, a trust receipt or other similar document 
covering the goods may be substituted in lieu of the original doc- 
ument, provided that such substitution is conditioned upon a rea- 
sonably prompt liquidation of the credit. In order to insure 
compliance with this condition, it should be required, when the 
original document is released, either (a) that the proceeds of the 
goods will be applied within a specified time toward a liquidation 
of the acceptance credit or (&) that a new document, similar to 
the original one, will be resubstituted within a specified time, and 
a Federal Reserve Bank may also rediscount any bill drawn by 
a bank or banker in a foreign country or dependency or insular 
possession of the United States for the purpose of furnishing 
dollar exchange, as provided in Regulation C, provided that it 
has a maturity at the time of discount of not more than three 
months, exclusive of days of grace. 

(c) General conditions. — (r) Acceptances in excess of 
ten per cent. — In order to be eligible, acceptances for any one 
customer in excess of ten per cent, of the capital and surplus of 
the accepting bank must remain actually secured throughout the 
life of the acceptance. In the case of acceptances of member 
banks this security must consist of shipping documents, ware- 
house receipts or other such dociiments, or some other actual 
security growing out of the same transaction as the acceptance, 
such as documentary drafts, trade acceptances, terminal receipts, 
or trust receipts which cover goods of such a character as to 
insure at all times a continuance of an effective and lawful lien 
in favor of the accepting bank. Other trust receipts are not 

•A readily marketable staple within the meaning of these regulations 
may be defined as an article of commerce, agriculture, or industry of such 
uses as lo make it the subject of constant dealings in ready markets with 
such frequent quotations of price as to make (o) the price easily and defi- 
nitely ascertainable and (b) the staple itself easy to realize upon by sale at 
any time. 
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security within the meaning of this paragra|)h if they permit the 
customer to have access to or control over the goods. 

(.?) Maturity. — Although a Federal Reserve Batik may 
legally rediscount an acceptance having a maturity at the time of 
discotmt of not more than three months, exclusive of days of 
grace, it may decline to rediscount any acceptance the maturity of 
which is in excess of the usual or customary period of credit 
required to finance the underlying transaction or which is in 
excess of that period reasonably necessary to finance such trans- 
action. Since the purpose of permitting the acceptance of drafts 
secured hy warehouse receipts or other such documents is to per- 
mit of the temporary holding of readily maritetable staples in 
storage pending a reasonably prompt sale, shipment, or distri-- 
bution, no such acceptance should have a maturity in excess of the 
time ordinarily necessary to effect a reasonably prompt sale, ship- 
ment, or distribution into the process of manufacture or 
consumption, 

(5) Renewals. — While a national bank may properly enter 
into an agreement having more than six months to run by which 
it obligates ksdi to accept drafts of the kinds described in Reg- 
ulatiCHi C, each individual draft accepted under the terms of that 
agrtement must, in order to be eligible, conform in all respects to 
the provisions of the law and these regulations. Inasmuch as 
each individual acceptance must itself conform to the terms of the 
law, no rene\val draft whether or not contracted for in advance, 
can be eligible if at the time qf its acceptance the period required 
for the conclusion of the transaction out of which the original 
draft was drawn shaJl have elapsed. The question of the eligi- 
bility of renewal drafts, therefore, must necessarily depend t^ion 
the stage of the transaction at the time the renewal drafts are 
drawn. 

(d) Evidence of eugibility. — A Federal Reserve Bank 
must be satisfied either by reference to the acceptance itself or 
otherwise that it is eligible for rediscount. The bill itself should 
be drawn so as to evidence the character of the underlying trans- 
action, but if it is not so drawn evklence of eligibility may con- 
sist of a stamp or certificate affixed by the acceptor in form sat- 
islactary to the Federal Reserve Bank. 
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REGULATION B, SERIES OF 1921. 
(Superseding Regulation B of 1920.) 
Open-Market Purchases of Bills op Exchange, Trade Acceptances, and 
Bankers' Acceptances Under Section 14. 

7, General statutory provisions. 

Section 14 of the Federal Reserve Act provides that Federal 
Reserve Banks under rules and regulations to be prescribed by 
the Federal Reserve Board may purchase and sell in the open 
market, at home or abroad, froiti or to domestic or foreign banks, 
firms, corporations, or individuals, bankers' acceptances and bills 
of exchange of the kinds and maturities made eligible by the act 
for rediscount, with or without the indorsement of a member 
bank. 

II. General character of bills and acceptances eligible. 

The Federal Reserve Board, exercising its statutory right to 
regulate the purchase of bills of exchange and acceptances, has 
determined that a bill cf exchange or acceptance to be eligible for 
purchase by Federal Reserve Banks under this provision of 
section 14, must have been accepted by the drawee prior to such 
purchase unless it is either accompanied or secured by shipping 
documents or hy warehouse, terminal or other similar receipt 
conveying security title or bears a satisfactory banking indorse- 
ment, and must conform to the relative requirements of Regula- 
tion A, except that — 

(fl) A banker's acceptance growing out of a transaction 
involving the importation or exportation of goods may be pur- 
chased if it has a maturity not in excess of six months, exclu- 
sive of days of grace, provided that it conforms in other respects 
to the relative requirements of Regulation A and 

(ft) A banker's acceptance growing out of a transaction 
involving the storage wilhin the United States of goods actually 
under contract for sale and not yet delivered or paid for may be 
purchased, provided that the acceptor is secured by the pledge 
of such goods; and provided further that the acceptance con- 
forms in other respects to the relative requirements of Regula- 
tion A. 

III. Statements. 

A bill of exchange, unless indorsed by a member bank, is not 

eligible for purchase until a satisfactory statement has been fur- 
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nished of the financial condition of one or more of the parties 
thereto. 

A banker's, acceptance, unless accepted or indorsed by a 
member bank, is not eligible for purchase until the acceptor bas 
furnished a satisfactory statement of its financial condition in 
form to be approved by the Federal Reserve Bank and has agreed 
in writing with a Federal Reserve Bank to inform it upon request 
concerning the transaction underlying the acceptance. 

REGULATION C, SERIES OF 1920. 

(Superseding Regulation C of igi?.) 

Acceptance by Member Banks of Drafts and Biu-s of Exchange. 



READILY MARKETABLE STAPLES, 

/. Statutory provisions. 
Under the provisions of the fifth paragraph of section 13 of 
the Federal Reserve Act, as amended by the acts of September 
7, 1916, and June 21, 1917, any member bank may accept drafts 
or bills of exchange drawn upon it, having not more than six 
months' sight to run, exclusive of days of grace, which grow out' 
of transactions involving the importation or exportation of goods ; 
or which grow out of transactions involving the domestic ship- 
ment of goods, provided shipping documents conveying or secur- 
ing title are attached at the time of acceptance ; or which are 
secured at the time of acceptance by a warehouse receipt or other 
such document conveying or securing title covering readily mar- 
ketable staples.' This paragraph limits the amount which any 
bank shall accept for any one person, company, firm, or corpora- 
tion, whether in a foreign or domestic transaction, to an amount 
not exceeding at any time, in the aggregate, more than ten per 
centum of its paid-up and unimpaired capital stock and surphis. 
This limit, however, does not apply in any case where the accept- 
ing bank remains secured either by attached documents or by 
some other actual security growing out of the same transaction as 
the acceptance. A trust receipt which permits the customer to 

i.A. readily marketable staple within the meaning of these regulations may 
be defijied as an article of commerce, ^riculture, or industry of such uses 
as to make it the subject of constant dealings in ready markets with such 
frequent quotations Of price as to make (o) the price easily and definitely 
ascertainable and (&) the staple itself easy to realize upon by sale at any 
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have access to or control over the goods will not be considered 
by Federal Reserve Banks to be "actual security" within the 
meaning of section 15. A bill of lading draft, however, is "actual 
security" even after the documents have been released, provided 
that the draft is accepted by the drawee upon or before the sur- 
render of die documents. The law also provides that any bank 
may accept such bills up to an amount not exceeding at any time, 
in the aggregate, more than one-half of its paid-up and unim- 
paired capital stock and surplus; or, with the approval of the 
Federal Reserve Board, up to an amount not exceeding at any 
time, in the aggregate, more than one hundred per centum of its 
paid-up and unimpaired capital stock and surplus. In no event, 
however, shall the aggregate amount of acceptances growing out 
of domestic transactions exceed fifty per centimi of such capital 
stock and surplus. 

//. Regulations. 

1. Under the provisions of the law referred to above the 
Federal Reserve Board has determined that any member bank, 
having an unimpaired surplus equal to at least twenty per centum 
of its paid-up capital, which desires to accept drafts or bills of 
exchange drawn for the purposes described above, up to an 
amount not exceeding at any time, in the aggregate, one hundred 
per centum of its paid-up and unimpaired capital stock and sur- 
plus, may file an application for that purpose with the Federal 
Reserve Board. Such application must be forwarded through the 
Federal Reserve Bank of the district in which the applying hank is 
located. 

2. The Federal Reserve Bank shall report to the Federal 
Reserve Board upon the standing of the applying hank, stating 
whether the business and banking conditions prevailing in its 
district warrant the granting of such applications. 

3. The approval of any such application may be rescinded 
upon ninety days' notice to the bank affected. 

UKAWS n» TBS PUMOSl OB . 



/. Statutory provisions. 

Section 13 of the Federal Reserve Act also provides that 
any member bank may accept drafts or bills of exchange drawn 
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upon it having not more tlian three months' sight to run, exclu- 
sive of days of grace, drawn, under regulations to be prescribed 
by the Federal Reserve Board, by banks or bankers in foreign 
courrtries or dependencies or insular possessions of the United 
States for the purpose of furnishing dollar exchange as required 
by the usages of trade in the respective countries, dependencies, 
or insular possessions. 

No member bank shall accept such drafts or bills of exchange 
for any one bank to an amount exceeding in the aggregate ten per 
centum of the paid-up and unimpaired capital ai^ surplus of the 
accepting bank unless the draft or bill of exchange is accompanied 
by documents conveying or securing title or by some other ade- 
quate security. No member bank shall accept such drafts or bills 
in an amount exceeding at any time in the aggregate one-half of 
its paid-up and unimpaired capital and surplus. This fifty pa: 
cent, limit is separate and distinct from and not included in the 
limits placed upon the acceptance of drafts and bills of exchange 
as described under section A of this regulation. 



//. Regulations. 

Any member bank desiring to accept drafts drawn by banks 
or bankers in foreign countries or dependencies or insular pos- 
sessions of the United States for the purpose of furnishing dollar 
exchange shall first make an application to the Federal Reserve 
Board setting forth the usages of trade in the respective coun- 
tries, dependencies, or insular possessions in which such banks or 
bankers are located. 

If the Federal Reserve Board should determine that the 
usages of trade in such countries, dependencies, or possessions 
require the granting of the acceptance facilities applied for, it will 
notify the applying bank of its approval and will also publish in 
the Federal Reserve Bulletin the name or names of those coun- 
tries, dependencies, or possessions in which banks or bankers are 
authorized to draw on member banks whose applications have 
been approved for the purpose of furnishing dollar exchange. 

The Federal Reserve Board reserves the right to modify or 
on ninety days' notice to revoke its approval either as to any par- 
ticular member bank or as to any foreign country or dependency 
or insular possession of the United States in which it has author- 
ized banks or bankers to draw on member banks for the purpose 
of funushing dollar exchange. 
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REGULATION D, SERIES OF rSao. 
(Superseding Regulation D of 1917.) 
Time Deposits and Savings Accounts. 

SecticOT ig of the Federal Reserve Act provides, in part, as 
follows : 

Demand deposits, within the meaning of this act, shall com- 
prise all deposits payable within thirty days, and time deposits 
shall comprist all deposits payable after thirty days, and all sav- 
ings accounts and certificates of deposit which are subject to not 
less than thirty days' notice before payment, and all postal savings 
deposits. 

Time deposits, open accounts. 

The term "time deposits, open accounts" shall be held to 
include all accounts, not evidenced by certificates of deposits or 
savings pass books, in respect to which a written contract is 
entered into with the depositor at the time the deposit is made 
that neither the whole nor any part of such deposit may be 
withdrawn by check or otherwise, except on a given date or on 
written notice which must be given by the depositor a certain 
specified number of days in advance, in no case less than thirty 
days. 

Savings accounts. 

The term "saving accounts" shall be held to include those 
accounts of the bank in respect to which, by its printed regula- 
tions, accepted by the depositor at the time the account is 
opened — 

(a) The pass book, certificate, or other similar form of 
receipt must be presented to the bank whenever a deposit or with- 
drawal is made, and 

(6) The depositor may at any time be required by the bank 
to give notice of an intended withdrawal not less than thirty days 
before a withdrawal is made. 

Time certificates of deposit. 
A "time certificate of deposit" is defined as an instrument 
evidencing the deposit with a bank, either with or without interest, 
of a certain sura specified on the face of the certificate payable 
in whole or in part to the depositor or on his order — 

(a) On a certain date, specified on the certificate, not less 
than thirty days after the date of the deposit, or 

(b) After the lapse of a certain specified time subsequent to 
the date of the certificate, in no case less than thirty days, or 
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(c) Upon written notice, which the bank may at its option 
require to be given a certain specified number of days, not less 
than thirty days, before the date of repayment, and 

(d) In all cases only upon presentation of the certificate at 
each withdrawal for proper indorsement or surrender. 
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CHAPTER VI 
The Financial Statement 

The financial or property statement and its analysis is one 
of the important factors in the determination of the goodness of 
a risk. But it is not the complete measure, as there are several 
other elements in the make-up of the risk that are extremely 
important. In order to place the property statement where it 
belongs and give it full weight without over-exaggerating its 
importance it may be well to discuss this matter somewhat before 
taking up the statement itself. 

As seen by the writer there are three main divisions in con- 
sidering a risk. The first of these is its static condition, the 
second its dynamic condition and third the general condition of 
the times, in the economic balance of affairs. 

THE STATIC RISK 

The phrase "static risk" is used for want of a more accurate 
description of that phase of the study. The word static is defined 
in Webster's under its economic measuring as follows : "Dealing 
with absolute quantities of goods or money rather than with 
rates of movement from hand to hand, such as income." 

The static element is then an analysis of the actual quantities 
. or volumes of goods or wealth which the risk has accumulated 
and has at its disposal for the payment of its deUs and the further 
carrying on of its business affairs. 

The static elements are displayed before the creditor in a 

92 
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property statement giving the sum total of the wealth under con- 
trol, the assets, and the debts against the same. The margin 
between these two represents the wealth actually owned by the 
maiiagement and is the cushicm of shrinkage in assets protecting 
the creditor. The actual analysis of this part of the risk will be ' 
taken op and considered in detail in several other chapters. 

THE DYNAMIC RISK 

Dynamic is defined in IVebstcr's as : "Belonging to, or 
characterized by, energy or effective action; potent; forcefnl." 

Using the word in this general way then means that the 
dynamic risk differentiates between the mere bulk of goods ^ 
already secured and available and the energy or effectiveness in 
active management that makes the development and securing of 
profits possible. 

This element in analysis has more often been called the 
"moral risk." But this phrase lacks the touch of punch and 
effectiveness that should be a prominent factor in this section 
of the risk. The phrase, however, is supposed to cover not only 
the character of the management from its ethical side but from 
its driving ability in the field of efficient production and creation 
of profits. 

While the mere statement of assets and liabilities does not 
disclose to any great extent the dynamic risk, the whole property 
statement sheet and its proper analysis and use can do much to 
check up on the effectiveness of this part of the risk. 

THE GENERAL CONDITION OF THE TIMES 

A man with a five-mile-an-hour boat can not hc^ to travel 
up a river by the power of his boat alone, if the current of that 
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river is even five and a small fraction miles an hour. Such an 
attempt would get the traveler nowhere, with pleasure, because 
the current would carry him against his will. The thing for such 
a man to do is to arrange his trip so as to go with the current and 
so augment rather than eliminate his speed. 

By analogy no business man can direct the conduct of his 
affairs directly against the current of the economic stream with- 
out having at least the speed of the stream subtracted from the 
success speed of his enterprise. It may be that, because of an 
exceptionally strong static condition and dynamic character, he 
can drive his business ahead somewhat against mild economic 
disturbances but only at the cost of extra friction and unneces- 
sary mental wear and tear. To adjust his affairs to the stress of 
the economic condition should be his aim and such an adjustment 
would benefit his position. 

To use the geometric method rednctio ad absurdum and 
imagine a ridiculous extreme, we make this point clearer to our 
observation. Let us suppose that some inventor discovered a 
chemical preparation that could be applied at little cost to the 
feet. Let us further presume that this would protect the feet 
more comfortably than shoes and that society should accept it as 
a proper mode. Being more comfortable and less expensive 
while still as stylish, it is not a far step to say that such a dis- 
covery would seriously jeopardize die boot and shoe and stocking 
business. 

Now of course this supposition is most purely fanciful but 
not so extreme as it may seem. The power mill has put the spin- 
ning-wheel in the discard. The lover and his lass no longer ride 
behind old Dobbin and who can tell but that aeroplanes will 
eliminate the railroad trains for fast passenger service, even as 
they eliminated the stage-coach. 
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All this means tliat economic forces entirely outside the 
static or dynamic condition may materially affect the prosperity 
of any concern and in so doing directly add or subtract frmn its 
credit goodness, 

THE PROPORTIONS OF THE RISKS 

While it is largely a matter of opinion as to the relative -. 

values of the static, dynamic and condition elements of the risk 
the writer has formed the opinion that they should be figured as 
representing about forty, forty and twenty per cent, of the total 
judgment. ] f this be accepted as a reasonable division then the ^ 
property statement in the mere disclosure of the static condition, 
if properly analyzed as will be later discussed, affects directly, in 
its asset and liability relationship, about forty per cent, of the 
total facts upon which the decision of credit extension rests. 

While the statement itself is limited to the static informa- 
tion the statement sheet complete has a much larger range. 
Certain well-directed questions, and their proper analysis, will 
open up much of the ground under the dynamic risk and a deep 
analysis of the general statement will even enter into the condi- 
tion of the times sphere, if analyzed under the type method, as 
will be carefully explained in the chapter on Type Analysis. 

We come then to the point where we ought to consider the 
construction of the statement form to be supplied to prospective 
customers so that it may be complete enough to gather the neces- 
sary data for a complete analysis, 

THE STATEMENT 

There are a number of things which the statement form 
sHould contain although some credit men can get along with less 
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information than others. There ar« certainly several items that 
iTiay appear unimportant that ehould always be called for by the 
creditor. 

The first of these is an accurate description of the name, 
kind of business and the definite street address. The question of 
getting these three items accurately is important because there 
have been many instances of approximate names and addresses 
used by crooks so as to pose as reputable houses and secure ship- 
ments of merchandise unworthily. Incidentally this accuracy of 
description is most important for use in checking up through the 
banks, as it is almost impossible for them to give you good infor- 
mation without this accurate location. 

The next matter of importance is the statement of assets 
and liabilities in detail. Generally these are shown in balanced 
form although here and there we find a credit man who has had 
better luck with a more skeletonized form. Perhaps in some 
instances the more or less interrogative statement produces better 
results in that it does not seem as formidable to the debtor and 
therefore is sometimes more likely to be filled out. 

Supplemental to the statement of the assets and liabiUties 
there are certain essential operating facts that should be set forth 
plainly. The most important of these operating facts is the 
volume of sales, because, without this, it is almost impossible to 
determine the over or under inventoried condition of the risk as 
will later be discussed in the chapter on Internal Analysis. Next 
to the sales the most important matter is a clear and concise state- 
ment as to the presence of any contingent liabilities due to redis- 
counted notes receivable, hypothecated receivables of any shape, 
accommodation endorsements, etc. In seeking information on 
this point it should be insisted that the debtor commit himself to 
a very definite statement concerning the conditions so that in 
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case of a failure this matter is definitely for or againit him in the 
courts. 

SPECIMENS OF STATEMENTS 

The following forms are samples of statements forms that 
display to good advantage the several points .mentioned and 
which can be adapted to the needs of almost any situation. Per- 
sonally the writer believes in a little further division of the inven- 
tory item so that it would read 

Mwchandise. Finished (at cost) 

Merchandise in Process (at cost) 

Merchandise, Raw Materials (at cost) 
It might also be well to seciu'e information, e^ecially in a 
market of falling prices, as to the market price both at the time 
of purchase and at the statement time of the merchandise on hand. 
Even if this is only an estimated valuation it would be of material 
advantage in sizing up the condition. 

If the reader wishes to get into the study of more detailed 
statements, such as issued by banks for their customers, they can 
find a greater selection of specimens in the writer's book The 
Banker's Credit Manual. The statements are more detailed m 
their questionings because the banker generally has the opportu- 
nity of sitting in with his client and talking it over with him or 
even seeing the actual books for verification. Because of the 
difference in the relationship these banker statements are not 
introduced here, but their study is very suggestive. 

THROUGH THE MAIL 

In receiving a statement the credit man should bear in mind 
the feet tiiat the government looks very much askance on the 
person who uses the United States mail as a means of carrying 



,l,z.obyGOOglC 



nNANCIAL AND BUSINESS STATEMENT 

SUBMITTED TO 

ALBERT MACKIE COMPANY, LTD. 

atEDTT DEPARTHENT 
(Rcu. FiU u H FiiBr u Powbic) 



Tovoi and State 

Kud OIBUBMU, 

MachandiM on KumI (coit n 



















o» 



























Cuh OB hanil add in bank. 

iName of my badt ot baoliM. 



Amouat of Kfc iniuniicc cumd. t 

AoB»I«al« 

AmouM owinc (or meiEluiidiMb S 

AnuHUd owing to olbci:^ $ 



Size of origiaal 7^x9^ 

98 



Di„i„«b,Googlc 



RNANCIAL STATEMENT 



Report No^5514&_ 



cr (ill. U to, bn iMilnir 



_l>o fuu {u/billi pnnnp)l)>_ 









IMIU.. 


(.■<> 




>li Hint 




















nMi. conildcrni food 




















•<>.1 In Diuk 


















ol ' 




















wbu 




















ItaUlA.M. 






"" 


~ 


r 


~ 


~ 










Our Liabilitm arc diiirllutr^ wit I 



Size of original 7 x loj^ 

09 



Di„i„«b,Googlc 



Di„i„«b,Googlc 



nNANCIAL STATEMENT- 



._.(! or we) give you below a 

(I or we) can estimate it on. 



(mj' or onr), finuieiR^coiiditioD aa, 

..-.(date). 







1 




































































Tfvrii. 







LUBILITIES 






Owe for Merchandise on open account. 
Owe for Merchandise on open ai.%ount. past di 
Give for Merchandise closed by note, not due .. 
Owe for Merchandise closed by note, past due. 

Borrowed Money ^ 

All olher obligations. __..-. 



Surplus m Bubinesk. 



Houses, land, etc, - 

Mortgages or amounts unpaid thereoa..-. 

Equity in Real Estate.- 

Personal property „ — 



ludorser on Coraiaercial paper diftcoiintedj _ ^ 

and proceeds used in business j 

Indorser on other paper outside of business) 

or otherwise liable for other debts ( " " "' '- 

Total Contikgent Lubilitt„ - — ■- 

(Footing of above two items) - 
Chattel Mortgage on merchandise, machinery.) . 

tools, fixtures or teams. _ f ' 

Stoek and Fixtures insured for. _- — 

Buildings, etc., insured for.._ 

References - - — - 



Size of original 6^ x ioJ4 



bvGooglc 



For the poTpOU of obUininB crsdil or mn citen 
wcMtta ft Thayer Manubcturinf Compuiv. oi Milwaukee 
pon^iao* front tham. do mak* tha following ai 
Mancea and inarcantila raaponaibUitr. 



on of time on ao acaninl or notaa due will 
Wis., or for goodi which wa I may now o 
d repreaanuiion ot our my true prMeni Gnanci*) dmm- 



NAME OF FIRM.... 



Name o( partneral- 



Data ot Inventory.... 














ASSETS 


MUM 


tem 


LIABILITIES 


MUM 


em 


Slock OD luDd. al picnl c»h >i]iu 


/ 


1.>L. 




JI'^.. 
















Slate time intcrot, ta whan, wbetka 
KCBRd and if », haw? 
















) Gnia - 






Peiunal pmixriT > 




H: 






Owiot wij« ar other tdatiTci or fiwadi 


■ ij-- 












Upon what. 












When due _. .. _ _ 






— 








Total UabilMos, 







. Slock $ /... 

1 Real Estate $ .ji.. 
Other InsniaDce S. -.. f. .... 



AU..PIIHTU UNtt HIRCON MUST « nLLSB I* 

Size of original 6}i x io]/i 



Google 



Di„i„«b,Googlc 



PROPERTY STATEMENT 






AcconnU owing; by cuitomEn. good and 
collBctibte. not pledged or k^_ 



H^rcbindiic: (not ononuiBTinM! 



LasdudBuiLdJngfluducribed bc1ow__ 






iMe lo athen {iDclud- 



Dipojili ol nmniT with u. {De»eribe) 



Owing for Wage* ud SkIuIh 

,g for TuH (dty. lUW ud fsdn 

Owing tor RUUI 

Owing tor InimiMi™ PiMBlamt 

TOTAL QUICK LIABILITIBS . 



TOTAL UABIUTIBS 






It !■ imporlAnt Uut every q\ 



Size of original y^i x lOji 
107 



Dsjiiiz^cb, Google 





SUMMARY OF PROFIT AND LOSS 




Invenlofr OC Md«. bcginniuE of liKll 






-.u...^™, 1 






IncDme from ill Dlhet KUim ' 










Inventorv of Mds*. *t clo« 0( vffli 1 



































RECORD OF LAND AND BUILDINGS 






TlU.ton«„o( 


Daciii>Ik>~>ndl»iioii 


Bookvllue 




Amount of 


To whom 




















































1 









BUY PHINOPALL 


FROM THB FOLLOWING CONCERNS 








Nuiei 


MOnaet 


Amouut 0-i..K 













































































B And Addnuca of Futoen. «t If Corpormtioii^ oJ 



nt has been unfully rod (botb printed ud wrltUn miRcr) uid ii Id nil rupecta compleU. v 



Nbou of iBdlvUu], Finn or Corponllan 



p™jfc 



Size of original 7% x IC^ 

106 



Dig,l,z.obyGoOglC 



of original 7J4 x 
109 



Dig,l,z.obyGoOglC 



Size of original 7J^ x lOJi 
no 



Dig,l,z.obyGoOglC 



■ ■akalbttollgwlnou 



d la abUisint cradii 



ASSETS 


. 




UABIUTIES 




"" 











NgMowHlbynoll 

MlwIllURKl 
«|MU>U> 


, 
















bMrtiB-rity 








UaKcundlouud loM-Cood. 








l.».ril. 


























ndbymtwiih 




























Ii_-~.V_1 1 










F Iud(SBK^u]) 
















Ddi. 








NM\ 












P 






























K"0~, 








ToUtlM 


bUttlM 







• 































— 




TOTAL 








TOTAL 




LoathwDfLuidOncd 


Acra 


^.fT 


Aatwd at MlEd. for 


I..»^ („ 














































































, 









TItW. Tb(lttiluHl*>iiiIubbl)tlaUiU|>i»tolabav«<lamlKdni 



CwHrtm Cw»«. CKiihf ts diw it 



Othaimti (llMdMl. 
Total.. 

Rnl.... 



ConHngml LliMUty . AiladvMrl 

Aituaruuxf. Aibaaduaufaratbcnt... 

Acronnti unil Noti PaybU . IlM|r*np«MdMM*t 



Aj*. MyA»»fa MMritdotilmk... 



I kdcbjr ortiljrtlut llMficurtHBHl«UWB«f«Gi»ukKdaabD 



at tliii(lim>ntnauij|i' 



Size of original ;>^ x lO'/i 



Dig,l,z.obyGoOglC 



It* cbincHi at Arohbii, NdIh ud MuRfitEi GiM a) 



(TbB bahim of (hit apKt may Ik used for pctntlngany qucitioiiadciiml to be ukeil amplifi^ 



Size of origina- 75^ x icW 

112 



Dig,l,z.obyGoOglC 



gbtuvaf en 



it generally on praein and hiiure mppliMlioM. 



,li buring our aigiiatiiTvor 



ASSETS 




LCABILITIES 






















































Now Hteeivrfjlt 





























































































Quick AiMn 


~ 









CutnotLtabUitlH 

Mortg^B 

OUm Dcremd UiMltia (lltmiM) 


... 


















MrfFlrtUM 












otw/T" 






















Curreiil uid I>*f«i*l LI>bUIII«. 
NetWooli 












TOTAL 










, TOTAL I 










fa. 


CanHnilnl LliibniiT. AjiwtaMr* 


coiuittorn 








Aifuinourt None 


Manolnblr 












Annonn and Nolo PsyihU. If my mrt pao dm 


UWUDOUIll 


Birw ma IViHltt 1 .It FTtmT Tmr Nt 


ala 






ttep™*** 








During b« S«al" y-vir curreot lkUUl« «« 


. .™n.u,n 






c.™ 












MortOMH and Otter LMu. Sute d<n diU 


inc«>Biloi> 






--" 


? 








' 








idt 




Tchin- 




— ^.^ ^ 















^^cllercbycerulrtlutUlcfo^cgo{n■l^urct arc taken Ifjin rli« boul 
thii >hHi ue trut sod give » comtct e£o*ing 01 04r AuocIaI condlE 



Size of original 7'/i ^ ^o'A 
113 



;vC00glc 



G«»LP»tnB 


S»e»LP«.T».> 


Nun 


*^.^ 


^^"S2^ 


N». 


";::r,isr 


•SS- 














































IIU-«™<,«.vn™l„.™«c.»--i,..nv«.„W™.««n>.„r.on..b.i™.nC«.„.,o-h.. 








Wbu fc <1» praelia <J (to Em to c^ud u> todi dUco 








*,b-*„^b,.^.fi^p.b..«™„»«^ ci«d.. 








^^sr 


A»Hd>t 


Mi(d. lor 


l«.nlt« 













































































(Dw tslucc s( Ihii iFan my I 



Size of original 7^4 x io54 
114 



Dig,l,z.obyGoOglC 



CORPORATION. 



lu toUmiix MtsBSt 11 111 Ibt ^._ 

ikl inlof nutioa lot tkt pumoic oi ofa 
on pnwu wid Inun appElcuioiH. 



of IU> ctmiiiin V II til* ckHcolbiiiiaEii I 



BjmnytttbtaotttitiutaKMO^.,..^,^^,,,.,^,,,. „.' ai 



ASSETS 

C^ih on Huid and In Basfci.,,, 

Aceooati Rtotviblc 

Note* Rminlila 

OOb Quick Awta (IMmiK). . . 



U ABILITIES 



AcoxmuPanbb 

No>«F*|nUt>o Biaka. . . . 
Nbu* PiyiUc IB Othtn. . . 



Olbsr CiirRiu LidiiUtit* <lUiiiii() . . 



Uod ud Buildlnc*. . . 



Banded Debt 

Oilw UabUllc* (ItemliD. . . 



Capita] SWck PrcIcfTcd,., 
CmtUaStBtk Coaiuon... 
Surfilnaaiid UadLi^dcd Pfo 



ConMolont Uabmty. Aainckinvf 

Aafoaiuuit No ■ 

■Mt hav* bKB lOM. diacnuilarl or Hitoad ir 



lYtar . N«.akaf... 



Acconata mJ Wof Piyblo , 11 aay an pa 



(■> II uy mit put dw « doubtful . . 



Durlfic hit fiaol yat cnmat HaWllriaa « 



Mocta«a«» nod BMi^ Sum doa data* o( acnttit aad on wbat 



BbbJ« aait aiocfca. StH* faooal chandar wd whakr nadUy 



T mu f^ iw - FiRfDi 






11 aay otbar UcflB OB aaota, Btau amoul 

Raoacra a ahd DrpnttAtiati . SLala wbal provl4oB 



a( luTSMt «n tt>M iMl ll'« • anea ibawliif ol ibe inaadal csoditBD of iba conipaiv- 

S^ovlt&ia <••» <* '*■■■•■ ""™ 



Size of original 7!^ x 10^ 

"5 



Di„i„«b,Googlc 



- — ■ ■ ^'■-'-' - 




ttoullnaudlw 


■•™"" 

















An boaki ladiMilbyiemlCKtjnMIca 



Site of original 7Hx it^' 
Ii6 



Dig,l,z.obyGoOglC 



THE FINANCIAL STATEMENT 117 

documents which have as their intent the defrauding of any one. 
To take advantage of this condition tlie credit man should protect 
himself by setting up a practise in the receipt of statements that 
come by mail. The easiest way to do this is to have a special 
envelope, self-addressed, for the customer to use in sending in 
the statement. This envelope should be clearly marked "Not to be 
opened except by the Credit Department." This marking should 
be both on the front and the back so that a mailing department 
can not easily overlook it. The return envelope should be char- 
acteristic and striking. In his own work the writer achieved 
this noticeability by having a broad, one-eighth inch, bright green 
line run across both back and front about one and one-quarter of 
an inch down from the top of the envelope. This marking singled 
out letters meant for the credit department from the general mail. 

Upon opening such an envelope, having in it a statement, the 
person opening should slit the envelope on three sides so that it 
■will lay flat and should then enter on it the phrase : 

"This envelope received day of .... 19. . contained 

the statement of for date. 

signed " 

The opened envelope should then be permanently fastened 
by pasting or glueing to the statement itself.. If this is established 
as a uniform practise it would be possible to introduce this com- 
luncd exhibit as good evidence in a case of fraud. 



,l,z.obyGOOglC 



CHAPTER VII 

Comparative Statement Analysis 

Property statements have come to play a serious and im- 
portant part in the credit decision^ They represent the static con- 
dition of the risl^ in that they reflect the condition achieved by 
the operations of the subject. The accumulation of assets and 
liabiHties and the margin between indicates what of this world's 
goods and responsibihties have been acquired. Consequently the 
analysis of tliis condition is. of really prime importance. It is not 
enough to secure a property statement from a risk and read it as 
one would read the Sunday morning paper. It is not enough to 
read a few of the head-lines, take a glance at the market or the 
sporting page and throw it aside as something finished. Too 
many property statements are read and neither studied, analyzed 
nor properly recorded. That the property statement contains 
good information is so true that to say it seems almost trite. But 
the unused, unanalyzed features of the statement often contain 
more than is casiinlly discovered in the ordinary reading. This 
can lead to but one sound conclusion, and that is that analysis is 
worth while and that this analysis should be real, fundamental 
■ and not of a superficial character. 

Whether the risk is making progress or not is perhaps the 
main thing being hunted for when we attempt to make an analy- 
sis. Progress upward, measuring the success of the venture in 
its effort to make money and prosper, can only be indicated by a 
comparison with some past condition. This means that we 
Ii8 



,l,z.obyGOOglC 



COMPARATIVE STATEMENT ANALYSIS 119 

should have some record, as between property statements of vary- 
ing dates, so as to be able to compare accurately and quickly the 
essential items making up such property statement. If such a 
comparative record is not made and kept lacredly up to date then 
the analyst has only two other methods open to him. The first 
of these is to rely on memory to retain the record of the former 
statement and his impressions of it and the other is to read both 
statements, the present and the past, whenever a new statement is 
presented for analysis as the basis of a new or continued credit 
extension. The first of these methods is open to the danger of 
kpse of memory and the false retention of impressions. The 
second is cumbersome and slow. This simple lack of speed is 
contrary to the temperament of the average American executive 
and in time of stress presents an almost impassable obstacle to a 
true reading. The necessity for a double analysis in the time 
that should be allotted to one tends to create a tendency to slight 
the job of real analysis and resort to the memory method to cut 
comers and save time. Therefore it seems to be only common 
sense to create the comparative record, even if at some cost of 
money and effort. As a matter of office practise ^he prelim marv 
cwnpilations of the record in comparison form can very easily 
be prepared by a junior and put in such shape that the main 
credit executive can be saved much time and trouble and relieved 
from the strain of detaiLi 

The common practise in establishing a comparative record 
for analysis is to use the columnar form so that succeeding state- 
ments may be set side by side thereby indicating more clearly 
their variations. The dates of the succeeding statements should 
be set at the top of each column so that the lapse of time may 
readily be noticed. There should be a listing of the main items 
that go to make up a property statement, startii^ with cash and 
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ending with the general items of prepaid accounts for insurance, 
etc., that generally are inserted as a part of the assets. The lia- 
biUties should be listed below the assets and at the bottom of 
both assets and liabilities there should be a place to foot and 
total the statement. The insertion of this total should not be a 
perfunctory matter of putting down the total as it appears on 
the property statement itself but should be an actual manual, or 
machine footing. This sen-es two purposes. First it checks up, 
if it agrees, the figures on the balance sheet, and second it checks 
up the transcription of the figures to the comparison record. 
This may seem an insignificant matter, but the writer has seen 
so many instances in which the figures on the property state- 
ment did not balance or foot that to him it seems absolutely essen- 
tial that actual footing be used to prove the correctness of the 
figures." These discrepancies have been found not only on the 
statement of the smaller concern that compiles and presents its 
own statement but in the figures of larger companies and in sev- 
eral instances even in statements presented on the stationery and 
over the signature of high priced, supposedly extremely accurate 
public accountants. I Of course these discrepancies have been 
laid to clerical copyist and childish errors, but if the figures 
had been taken as such without proving they might, in some 
instances, have resulted in a very different attitude toward the 
risk involved in the credit extension. 

It is not enough, however, to set the figures side by side even 
if done in detail. , There are several different kinds of assets and 
liabilities, varying in their ability to liquidate and thereby put the 
subject in funds and in contra having various degrees of claim 
against the subject. These variations in characteristics make it 
essential, in order to compare like with like, that items of similar 
liquidating character be grouped in some way together so that 
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the total of any kind, of either asset or hability, may be plainly 
and definitely known and indicated. 

The first such type of asset to be considered is the current 
asset. In this class come all assets of a readily liquidating char- 
acter. These are the assets that In the normal condition of affairs 
will run their course and turn into cash with which to defray 
debts in a reasonably short period of time, and in abnormal stress 
or in liquidation will work out with the highest percentage of 
value, as compared to the amount carried on the books, so as to 
show the least shrinkage. These use up in their liquidation 
through shrinkage the smallest proportional part of the net worth, 
which is the shock absorber between assets and debts. These 
items include the cash on hand, notes and accounts receivable, 
merchandise in all its stages, both raw material and finished and 
semi-finished goods. In this class can legitimately be included 
the equity in government bonds and such other bonds or securi- 
ties as are given in detail and as are listed on some active market 
where they could be readily sold at any time. 

These items, su bdivid ed a & cc m^ialgitly as may be, should be 
the first items listed on our comparison sheet.. Following the 
lines assigned to these actual items it is good practise to allow 
two or three lines for the insertion, by hand, of special items from 
time to time that the varying personal accounting methods of 
different risks may present that are current in their nature. The 
presence of these extra lines adds flexibility to the form. 

Following the actual current assets and the extra lines a 
special line should be allowed for a sub-total to include in its 
footing all the current assets. It is well to segregate this foot- 
ing from the body of the figures by having a footing line and by 
indenting the nomenclature of the item. In actual practise the 
■writer has had his form ruled so that this footing line appeared 
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in green and the sub-total, or footing of tlic current assets, was 
entered on the form in green so as to make it prominently dis- 
tinguishable from the other figures and clearly differentiate it 
from a statement item, thereby avoiding confusion.. 

The second type of assets are those that do not liquidate so 
rapidly and in a final liquidation do not realize so much on the 
dollar of the book value as do the current assets, as a usual thing. 
These are variously called "slow assets," "non-current assets," 
"capital assets," "fixed assets." The nomenclature is a matter 
of choice as all the names mean practically the same thing and 
indicate the degree of rapidity of liquidation. Among these items 
we find machinery, fixtures, real estate, buildings, prepaid items 
such as prepaid insurance, prepaid rents, etc., stocks and bonds 
that have no readily obtainable market value and such other items 
as are not of a readily hquidating nature., » 

All of these items bear a direct relation to the capital invest- 
ment and should be segregated so that their total can easily be 
observed. An easy way to do this is to adopt the same method 
that was explained in relation to the current assets and have the 
form so made up as to have a line for sub-footing, preferably of a 
distinctive color, two or three lines below the last printed item 
so that the non-current items may be totaled. It is well to make 
the total of a distinguishing color so that it will stand out as 
something special and not be easily confused with the real state- 
ment items. The writer used in this a green ink as he did in the 
sub-footing of the current assets. 

The total of the current and the non-current assets when 
added will equal the total footings of the statement, unless the 
practise has been followed of eliminating the items of treasury 
stock,, good will, etc.. when the footing will he less by these 
amounts, on such statements as carry these items in the assets. 
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Of course there may be some arg^ument as to the disposition of a ; 
good-will item because it may have a very real value, but there 
ragjjgjin argiipienf. ag tn thi> trpagnyy g^yk hpm vnh wh is nnlv ^ 
book entry and of po v^hae ir> a lif| n idation, ^ Treasury stock 
should be suhtrarted fmn^ l\\^ t.9'"-al capital and this figured as a,, 

net amount when ff^ pipntin^ thf tiyt ivrrth This may be done 

and the item eliminated from the assets or it may be done in a 
separate computation when handling the net worth on the liability 
side of the statement. The main thing is to adopt some method -^ 
and make all computations on a uniform basis. 

In the liabilities we find a similar distinction, in the character 
of the liabilities, to that we found in the asset;^ There are cur- 
rent liabilities as there were current assets, and there are slower 
liabilities as there were non-current assets. Among the current 
assets we find bills or notes payable to banks, bills or notes pay- 
able to merchants for merchandise and perhaps bills or notes 
payable to individuals for money loaned to the concern. There 
will be in most cases accounts payable for merchandise that must, 
according to terms of sale, be paid in a comparatively short time. 
There may be deposits of money on orders or for other purposes 
of a demand nature. There may be amounts payable for accruals 
of interest, etc. In addition to this there may be other demand 
liabilities that should be included in the group of current debts. 

To make the selection and the total of this class of debts as 
conspicuous as it should be the writer adopted the same method 
as in the matter of the current assets and after allowing several 
blank lines for adjustment purposes had the form ruled off with 
a green line so that these current liabilities could be footed 
together in green as was done on the asset side. 

There is another class of liability of a different nature from 
the current debt. This is composed of such debts as are funded 
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for a longer and definite period. In this class we find mortgages, 
bonds and long-time notes. If any mortgage or bond issue is to 
be paid within one year, however, unless a definite refunding 
agreement is already signed as a matter of record, such items 
must be figured as a part of the current liabilities. 

Although these items should not be figured as a current 
liability they are, however, a liability and should be included in 
the total liabilities or the whole debt. To accomplish this in a 
regular and noticeable way the writer, after allowing for several 
lines of adjustment, had a line ruled in red across the sheet and 
sub-footed the figures for a total debt including the current lia- 
bility sub-footing and such funded detrts as were entered under 
them. This sub-footing was put on the sheet in red so as to make 
it stand out clearly and prominently. 

The liability side of the statement contains some other items 
that as a matter of bookkeeping appear as liabilities but are not 
true or actual liabilities. These are the reserve accounts. They 
represent amounts taken from the surplus and set aside for the 
purpose of taking care of some decline in the assets. They are 
not used except as that decline occurs and are not then subject to 
outpayment in cash but are an offsetting charge-off to make a 
balance. Such items are reserves for bad and doubtful accounts, 
reserves for depreciation of machinery fixture and the like and 
reserves for the possible depreciation of value of merchandise on 
the statement. Machinery is of course bound to wear out at last 
and the amount set aside for its depreciation will then be c(mi- 
sumed. But it is possible that the amounts set aside for the loss 
in bad accounts will not be used and can later be retransferred to 
surplus. Therefore these items should be set below the place 
where the total debts have been figured. 

The remaining parts of the balance sheet are composed of 
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the capital surplus, undivided profits, and, in the case of a single 
owner or partnership, the net worth. In the corporation form it 
may well be set as a policy to foot the capital, surplus and undi- 
vided profits so as to show the net worth of the organization as 
this will avoid the mental effort and reduce the danger of mental 
error that is always present when examining the statement and 
not having this record set down plainly. 

I n the sett itif^ up nf a rwprve nf Hppivrjijtjpn nn marh\t)cry -\ 
it is well to consider the percentage that-if-charged off into this 
account, as sometimes there is a phraseology that may be mis- 
leading. It is more or less common practise to charge off tenj 
per cent, on machinery and fixtures. The question is whether 
this ten per cent, is figured on the original cost or on the book 
value as of the first of the periods under consideration. If it is 
on the original cost then in a period of ten years the reserve will 
be equal to the full cost of the items. But if the practise is to 
charge off ten per cent, on the book value as of the first of the 
year this will not be the case and in this connection it is interesting 
to follow through in computation form this method and see where 
we would be at the end of ten years if adopting this method. 

Original Cost $100.00 

10.00 Charged off first year. 

Book value 2nd yr. 9000 

9.00 " " second " 

" " 3rd " 81.00 

8.10 " " third " 

" • 4th " 72.90 

7.29 " " fourth " 

" " 5th " 6S-6i 

6.56 " " fifth 



<SA ** S9-0S 

5-90 

7th " 53.15 
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5-32 " " seventh 



47-83 
4-78 " " eighth 



43-05 
4JI " " ninth 



" " loth " 38.74 

3.87 " " tenth " 

Value after 10 yrs $ 34.87 

This means that if the percentage of ten per cent, has been 
figured not on the cost but on the reducing yearly value that at 
the end of ten years the one hundred unit has been charged down 
to $34.87 or 65.13 per cent, of the original cost or an average of a 
little over 6.5 per cent, per year. It is not suggested that the 
charge off for depreciation is stated at ten per cent, and then 
figured this way so as to fool the creditor. It may be done 
through a misconception in the proper method. It is suggested 
that the phrase ten per cent, charged off for depreciation should, 
however, be clearly defined. 

Another method used sometimes in the creation of a reserve 
for depreciation is that of figuring the reserves as an invested 
fund at interest and compounding the interest for the remaining 
period so that at the end the sums set aside will equal each to ten 
per cent, of the total, For instance if with a unit of one hundred 
as we have just discussed it would not be necessary to set aside the 
full ten dollars the first year if the money were taken out and 
invested in an interest bearing security or loaned at interest. 
A somewhat smaller sum would at the end of the period at com- 
pound interest equal the ten dollars. If this method were to be 
adopted then the subject would actually have to invest the sum in 
interest earning investment and actually add the interest each 
year so that the accumulation would accrue to the fund. This is 
not a general practise in commercial statements, but it might 
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obtain results and then the credit man should be familiar with 
the practise and see to it that the record of the investment of the 
funds was clear so that actual accruals would be sufficient to 
accumulate the required reserve. 

There is another source of depreciation that can not be re- 
duced to a normal proportion., This is obsolescence. _ In nearly 
every industry there is a continual development of machinery so 
as to secure more efficiency of production. This may mean that 
to compete successfully a manufacturer must discard his old or 
present machinery that is by no means worn out from use and not 
protected by wear and tear depreciation reserves and buy new 
and later date machinery. There is no way of figuring a normal 
risk so as to set aside a yearly amount to build up a reserve for 
this purpose. But the creditor should in a measure protect him- 
self against the possible condition of his risk being confronted 
with a large chargeoff for this purpose by examining each year 
the character of the machinery and having some knowledge of" 
the machinery efficiency development in any industry so that he 
may decide whether or not the risk is operating too close to the 
margin of inefficient machinery so that during the coming year 
he will be faced with the absolute necessity of replacement. Such 
a condition might easily make for the turning bad of a risk that' 
was not in a very strong position. 

There has. been a tendency tQ figure the. reserve for taxes as 
a resex^ and conceal or at least group it with the other general 
reserves. This is an absolute mistake. There can not be any 
more current liability than what is owed for taxes. The actual . 
date is set when the payment is to be made and here little grace is 
a4pwed. , Therefore if there is not any reserve for taxes we have 
an incorrect way of figuring and if the reserve is concealed in the 
general reserves we have a very evident misconception of the 
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function of a reserve account. The item for ^^ xet; fl*; f^fitYiafpf^, 
and this should be carefully estimated, should snnear in the rur - 
rent liabilities a nd should be figured agai nst t*^** ''■"•^""^ ^sctg, 
No other method 'g rn^j-prt 

The accompanying comparison form is designed to carry 
out the method described and if the credit man will himself or 
have an assistant tfansTer the figures to some such form he 'will 
find in time that year to year conditions will become readily cam- 
parative to a much greater extent than if no such/ecord is kept. 

Having established a comparative balance sheet we progress 
to the actual analysis of the condition as displayed by the figures. 
This involves a study of the figures subdivided in groups as we 
have arranged for in the comparative sheet. 

The first law or axiom of general acceptance is a study in 
proportion between the current assets and liabilities. While 
there is a wide deviation in thisjaiio, as will be explained and 
commented on in the next chapter, still by common practise a ' 
proportion of two units of current assets for every unit of cur- 
rent debt, a two hundred per cent, ratio, has become a more or less 
accepted measure of soundness. While the writer differs from.' 
the common acceptance of this more or less standard he still 
recognizes its general acceptance and in many cases its true worth. 
The real value of it, however, does not lie in its approximation to' 
two hundred per cent., because this is a variable ratio, but in its 
condition of flux. Therefore a change in the current ratio is of 
prime importance and this comparison Qf.current assets to current 
liabilities should be effected each year^and reduced to a pe rcenta ge 
raiio so that fluctuations in the percentage c^ measure the degree 
of increase or de£isase of ttf goodness of the risk., A space to 
accomplish this has been provided at the bottom of the compara- 
tive sheet.. 
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While it is important tiiat any subject risk maintain itself in 
a position where it could liquidate eventually it is only of shghtly 
less importance to have the risk measured so as to be able to judge 
whether or not it could also be expected to liquidate rapidly in 
order that funds invested could be released quickly. This is also 
very important not only as a measure of the possibility of a final 
going out of business but as indicating an ability to perform a 
semi-liquidation so as to contract its business and reduce its 
debts at an economically opportune time. In an economic period 
of tight money and shrinking credit It is that concern which has 
itself in the most liquid condition that can meet the situation the 
best and maintain its credit at the highest, securing any credit 
favors that there may be to bestow, , 

THE SO-CALLED ACID TEST 

The acid test 's. a phrase that has been coined and adopted • 
as a measure by some of the keenest credit analysts in the country. 
In brief this consists of totaling the actual cash, the accounts 
receivable, the notes receivable ™^ff< ^^ ■'i 'Y?ll i^""'-" *^''l- ^\ry 
rpprpspn] ; truly cur ri-nt itt-mg ^r^r] nni- pagf fj^ ip acronntfi . a nd at 
least the equity in United States Government Bonds. These cur- 
rent items are perhaps the very cream of the cream of the whole 
assets, the most liquid., Absolute cash can of course be imme- 
diately used to pay debts.. Accounts and really liquid bills receiv- 
able mature steadily and in their payment produce more absolute 
cash. United States Government Bonds can always be sold, al- 
most instantly, and at a veryclose margin to an easily determin- 
able figure. Thus the absolute cash plus the second two items 
which can and do normally transform quickly into absolute cash 
form a most quick asset, the total being very near to absolute cash 
itself. This total is then measured against the total of the cur- 
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ynt liabilities and to mpet fhp arJH Ips t is siippnspd to equal if ii^ 
amount. 

Thi't mpanc thaf t he wlmlp invf.ntory find ;iriy vlhs'' T"'''"°°f ' 1 
assets are disregarded as a basis for paying " "out the current debt 
except as they may be relied on to take up the slack caused by 
any slowness in the receivables. This may perhaps seem a drasti- 
cally severe test to apply to a statement and there are many risks ^ 
that could not measure up to it and that are still good in spite of 
this inability. It is, however, a very conservative standard to 
assume and if used, as it generally is, with allowances, as a backr 
ground to be approximated rather than a yardstick, it becomes a 
very valuable part of an analysis. Risks that were able to main- 
tain this proportion but indicate a slii^ng away might come in 
for a somewhat closer analysis while one might feel easier about 
a risk that had succeeded in achieving this position after some 
years of a lower scale rating. 

THE OPEfiATING STATEMENT 

I n commercial life and from a purely commercial aspect busi- 
ness succ s?s 9 ^^ Pv^" the, continued exist ence of any business is . 
absolutel y HepenHpnt n p^ n t^'i rn^i^ing nf profits To piake 

it^f^n^Y Itffilfis tn jpiTpatii' fhf Wf?''^*' ""Ht thf fnntrnl nf 'ttip 

iri diifitry and if this inerease is regular, even if not large, the busi-.^ 
ness is jn-a-poatioh of progressing . 

T he operating statement showing the volume of b u^nsis, 
the p rofits made, the distribution of such part as is withdrawn ' 

fiv>m fhf h"gitiecs and thf rem-iinflfir th i f ic I p ft tn ■ ■ j rCHmnhtB to 

th e benefit of the busine ss is a very important item . Many credit " * 
ni'^n ^^y^ °:^id *]}-^* th^ r.pfn\t'" E- statement is more i mportant tp 
tl iem in meas uring a risk than the property s tatement it^i^lf- 
This may and probably is a somewhat overstatement of the fact 
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but when we are making a purely compa rative analysis nf figures 
in bulk it is almost equal in value to the prop erty statement. An 
operating statement properl y prespnt pH infUratJng ^ nnrm^l pmfit 
foUjig volume ofJmsinesaJiidicates that the risk is m aking the 
regular tradejitofit and advance and that, all other things being 
e qual, it i s therefore under competait management. 

RECONCILEMENT OF SURPLUS 

I ;t som etimes happens th at in comparing two ne^ worjhs fgr 
two consecutive years w e may find that' the difference between 
thera does not exactly equal the net profits as reported in memo- 
randum by the risk. It is most interesting, therefore, to get 
from the risk a reconcilement of .the surplus account. To get 
this in its full completeness the full net worth of the beginning of 
the period should be indicated. To this should be added all prof- 
its and from the result should be subtracted all disbui^ements 
from surplus, indicating their character, whether as dividends^ , 
reserves, losses, etc., leaving at the, end of the operation the net- 
worth as of the end of the period. .Such an addenda to the mere . 
asset and liability statement would throw a grejtt deal of light on 
the risk and its money making ability as well a s its method of 
disbursing its earnings. This information is not always avail- 
able and when a study of the twonet worths checks u p wi th the. 
reported earnings or net profits may not be essential. But when 
there is a discrepancy as between the difference in the two net 
worths and the reported net profits the necessary questions should 
be asked and the information insisted on to explain why such a 
■ discrepancy should exist. . 

For some reason or other it is often quite difficult to secure 
a memorandum concerning the volume of business. or the annual 
sales from some customers,. Many customers who give a com- 
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plete asset and liability sheet balk at giving the sales. Neyerthg;^ 
less the securing of the .items of sales is a veiy essentialjnatter 
and should be a piece of information upon, which the credit grantor 
should be very insistent upon securing. The objection is some- "* 
times raised that this is too__ confidential because of the fact that it 
would disclose too much^the company's affairs to a competitor 
if by chance it_should le^k out. T he ans wer to this objection is 
first of all, that credit infoirnation given by a customer to a credit 
department, if worth;^ of being recognized^as a real department- 
does not leak. The second answer is^that if a compe tito r could 
und erstand the ins and ou ts of a business from the_ sales record 
then_this isJn itself conclusive proof that to understand the^con- 
dition of the busines g satisfa ctorily and extend it the full normal 
credit reiiiirements the creditor should have this item so th at he 
may u nders tand the business and be i n a position to pass intelli- 
gently upon the st atus of the_risk. ~i 

Thf questio n of insurance is a very important one in con- 'J 
si dering a credit risk. It has almost become an axio m that fire 
in surance i s absolutely e ssenti al, but the c redit man of the creditor 
c ompan j[_diQuld also know something_£iinceming the m ethod of 
ins uring and the percentage basis and any quahfyin g classes that 
mis ^rt-TTtia te the policy. 

In addition to fire insurance the_ question of life insu rance 
upon the life of t he leadin g executive jjr_executiYesJn t he ris k 
for^lhe benefit of the company and the protecti on of its credit ors 
in case of their death js_iatlier becoming a very w ell recognize d 
a nd impg r^^nt <-'~'n<aAeraiknn T he condition of this policy and 
its qu alifying clauses should also be well understood and accu- 
rately defined. 

Use and occupancy insurance, to protect a concern from loss 
due to inability to fabricate as the result of a fire or explosion, is 
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also coming; to be recognized as an important factor in the sta- 
bility of a credit risk and the advisability of carrying this kind of 
l_ insurance should carefully be investigated by the credit grantor. 

The condition of the receivables is a matter worthy of close 
attention. It is often a practise to extend the sales terms period . 
by accepting a note or a series of notes in ipt-tUmpnt- nf an arrmint^ 
at its maturity either in whole or in part, thereby extending the 
sales terms. While it is often necessary to do som ething of this 
kind as a collection method,jts effect upon the l iquidity of the 
t otal re ceiva bles is a v ery impor tant matter and where a ny con- 
siderable amount of notes receivable app ear on a statement 
definite information and a definite statement from the debtor 
should be forthcoming as to tne creation of these bills receivable, 
indicating quite clearly whether it is the custom to have 
receivables based on the original sale or whether they are receiv- 
ables resulting from past due accounts. If this is th e case an y 
consider able acc umulation of th ese bills receivable shouId_be 
viewed with a certain amount of suspicion. 

Also, where bills receivable appear upon a statement care 
should be exercised to determine definitely whether this is an 
equity in the bills receivable, part of which have been rediscount- 
ed, creating a contingent liability. Contingent liabilities have 
often turned into direct obligations and in more than one instance 
have been used as a method of chicanery and have often swamped 
a company that by rediscounting them has been eased in its own 
position and on account of this has fallen into lax collection 
methods. The credit man can not be too careful in determining 
the real quality of the receivables. 

The credit man, should also assure himself b^ dii"££t inquiry 
from the risk and h^ direct statement by the risk concerning any 
possible contingent liabilities arising frcan endorsement, gnaran- 
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-tee, hypothecation of notes receivable, hypothecation of accounts 
receivable or in any other wise whatsoever. Contingent habiU- 
ties have been a soutce of failure in many instances. ~' 

The credit man should also understand the practise in dif- ^ 
ferent lines of business concerning future commitments. It is 
sometimes a practise to make a contract for future delivery of" 
merchandise and not include this contract as a debt payable be- 
cause of the fact that the merchandise itself has not been included 
in the inventory. In some instances the merchandise may be 
actually on hand but the invoice may have been post-dated on 
longer terms. If the company is honorable and expects to live 
up to its buying contracts there is an actual debt offset by this 
purchase of inventory and by the merchandise items and this 
should appear on the statement directly or should be very clearly 
shown in a notation in connection with the property statement. \ 
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CHAPTER VIII 

' Analytical or Internal Analysis 

com parati ve or bulk analysis 

In our preceding chapter we discussed the more or less gen- 
erally adopted method of statement analysis which consists in 
placing iQtp perigdic qt ygarly comparison, in a_ progressive 
m^ner by_the use of a columnar sheet, the vatious items on a_ 
property statemerU- The t^dency Qj this kiiid of analysis has 
beenjo.stimulate -ewnparison in bulk rather than to_stimulate any 
comparison of propor tions. 

While a comparison ;q bul^k is interesting ij] connection with, 
growth or possible inflation, the growth being perhaps artificial, 
it does not create a definite impression as to proportions and on 
this account is very lacking in some of the most necessary ele- 
ments for a proper and complete analysis. 

We have seen that it has become a practise to put into com- 
parative relationship the current assets and the current liabilities 
of successive statements. Through the tests of experience and 
based entirely upon the inspirations of such experiences, it has 
become almost axiomatic that this ratio should indicate a rela- 
tionship of two hundred per cent, Tliat is, that the current 
assets should, amount to two hundred dollars for every one hun- 
dred dollars of current debt as shown upon the property state- 
ment. There are altogether too many credit men who have 
accepted this proportion, explicitly and without reserve, as a 
standard basis in determining the goodness of a credit risk. The 

13S 
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determination of the point at which normality lies, for this par- 
ticular relationship, has not been the result of concentratJve or 
thoughtful study but has grown up because of the desire to allow 
for a margin of shrinkage, in the current assets, equal to the _ 
current debt. 

It has been suggested recently by some credit men, of such 

standing that their opinions warrant real consideration, that the 

expression of the current ratio based upon a fraction in which 
the current assets arejhg^dividend and the current liabilities are 
the divider and the result a quotient greater than the divide r is 
incorrect. It has been argued that, in the establishment of this -} 
fraction, the current liabilities should be the dividend, the current 
assets the divider, the resulting quotient would then indicate 
on what percentage basis in liquidation the current assets would 
have to pay out in order to pay the current debt completely. The 
only lexical argument against this method which, from a statis- 
tical method basis is unquestionably more scientific, is that 
common practise has established the current ratio on the other 
basis and it would be necessary, to revamp all the records of all 
the departments that have compiled the current ratio on this 
basis. 

This brief analysis of the current ratio is reviewed again, 
altliough mentioned previously, because of the fact that the adop- 
tion of the current ratio acknowledges the fact that a mere com- 
parison of bulk amounts is not sufficient and th at a study of pro- • 
portions is not only important but even imperative. If this is so 
and the principle of proportional study is so vindicated, as it 
seems to be, by the common practise of establishing and accepting 
this particular ratio as a logical measure of credit strength, then 
the^question arises as to^hether or noLslatement analysis^n be_ 
C tmiple te by making solely a comparative bulk analysis, supple- 
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oienline this with only one frflctin nal nr prnp nrtinnal st udy, o r 
wJjillierjJlUcT proportional studies are not advisable. 

SUPPLEMENTARY OB COROLLARY RATIO 

The writer, in his own credit investigation, has been willing 
to accept the current ratio as a starting point for two reasons. 
First, because it seems to be a logical comparison in order to es- 
tablish the margin of possible shrinkage in as sets and__yet 
liquidate the current debt in full. Second, because of the fact that 
it is in an already well-established and well-recognized general 
measure of credit standing. The true significance of the current 
ratio, while it has been a standard, almost a fanatical standard, at 
two hundred per cent., is not perhaps as thoroughly understood 
in a more obscure angle. Attention was drawn to the fact in the 
last chapter that the real fundamental value of a study of the cur- 
rent ratio lies not so much in the development of the percentage 
at which the current ratio rests, as in a study of the direction in 
which the current ratio is traveling. This means that an increas- 
1 ing current ratio may normally be expected to accompany an 
improving condition and that a receding current ratio may nor- 
mally be expected to accompany a weakening credit condition. 

The fact that the current ratio has been accepted as a stand- 
ard of credit standing determination is not only a condition, in the 
mi nds of the cred it grantors, but is also recognized quite as well 
as a condition by the large majority-j £ credit scekFrs . Tliis_ 
knowledge, by the seeker of credit, that his staternent ^ will be 
examined and tested by the proportion and balance of his current 
ratio has led to w-hat has come to be known as "window dress- 
ing." In order to understand this practise It becomes essential to 
engage in what we may term a little credit arithmetic. The_cur= 
rentfatioT>eing accepted, for argument only, as ideally located at 
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two hundred per cent, puts the statement in a position in whicli 
the asset and liability side is of course not equal, "niis means that 
the addition of an equal amount to both the current assets and 
the current liabilities has the effect of diverting the current ratio 
by changing the proportions. An increase to both the current, 
assets and the current liabilities can only keep the ratio at the 
same point if the increase is in the same proportion as expressed 
by the ratio,. 

This can perhaps be more clearly shown if displayed in tab- 
ular form. 

1st period Sad period. 

Current Assets 300 units 200 units 

Current Liabilities 200 units lt» units 

Ratio ISO per cent. 200 per cent. 

In the above table it is supposed that, as between two peri- 
ods, a company indicates in the first period three hundred units 
of current assets with which to pay two hundred units of current 
debt establishing the current ratio at the proportion of one and 
one-half for one or one hundred and fifty per cent. It is sup--| 
posed that the maker of the statement has realized that a one 
hundred and fifty per cent, current ratio will not meet with the 
standard of measurement generally adopted. With thjs in mind 
he has realized one hundred units from his current assets by one 
of several processes. He may have actually, through forced sale 
of merchandise, transformed a part, of his current assets into 
cash. He may have largely depleted his cash account. He may 
have forced collections running receivables into cash at special 
discounts or by other forced means more rapidly than normal. 
He may have actually or temporarily, honestly or dishonestly, 
disposed of merchandise or hypothecated receivables, having, 
received cash, perhaps on a temporary repurchase agreement. 
With these liquidated assets he has reduced hjs current liabilities 
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by an equal amount — one hundred units. This operation has 
left him with both his current assets and current liabihties re- 
duced by one hundred units and this process has established a 
two hundred per cent, current ratio. If this has been a normal 
process it is not subject to criticism. If it has been an abnormal 
process in which inventory, etc., has been temporarily reduced 
below normal requirements, in order to reduce debt, in spite of 
the fact that the statement shows a two hundred per cent, current 

- ratio the subject can not be in a healthy condition. 

This matter of "window dressing^' has led to a peculiar con- 
dition of mind by the debtor which, in quite a number of well 
defined cases, has led to the perpetration of certain financi ng 
i q^etliods that, while th ev might be tech n ically defen sible, are 

J- et hically in correct. One typical instance in which a debtor, wish- 
i Hg to m ake a better p ropo rtional stateili£iat in th e curre nt ratio 
did some financing, is particularly interesting., XllP statement 
was majje as oX Jaauary fi^st. Qd QT about Dec£mber tv^finiy- 
sixth ocJweiity-seyfinth friends oj thg, debtor took over certain of 
the assets, securities, merchandise, etc. With the funds thus 
raised the debtor decreased his current debts a day or two before 
the end of the year. The statement rendered and accepted as a 
basis of credit dated January first was based upon this artificial 
condition which was technically the actual condition as displayed 
by the books. The proportion of the current ratio was satisfac- 
tory, on this basis, and the credit standing of the debtor, based 
upon the current ratio proportions, might not have been ques- 
tioned because of the fact that, according to accepted standards, it 
was reasonably well proportioned. However, shortly after the 
first of the year, being approximately the first or second week in 
January, and in accordance with a perhaps rather definite agree- 
ment, the debtor took back the hypothecated current assets having 
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been able to continue his credit lines as based on the technically 
honest and correctly proportioned statement This addition to"^ 
the current debt and to the current assets of an equal amount, as 
represented In dollars and cents, depressed the current ratio to a 
point, which, if rendered on that basis, would have raised a seri- 
ous question as to the credit strength of the risk. 

The whole point of this story is that by an adjustment of the / 
■ figures, which represented the actual condition of the books and 
which if not gone behind, might have been handled in an account- 
ing and certified to as a true condition, produced a statement 
which was not ethically honest and which was not sound as a 
basis for credit. To a greater or less degree this practise of 
"window dressing" is very largely prevalent. Without wilful 
dishonesty and without even ethical dishonesty, as expressed 

^.current ratio a s possible, to. close his books and end his fiscal 
year at such a period as will show on the statement the greatest 
indication of liquidation and the lowest debt, which time will be 
the point at which he can show the highest current ratio. This 
means that honest and dishonest "window dressing" is not only 
prevalent but comparatively easy when too great faith is pinned 
upon an analysis based upon one proportional study. 

The fact tha t a prnpn Tt i n ml i t nrl y m r thnd if vinriimtH 
a nd accep ted, by the development -t-hat-4ias -takeo~plaee-4fi-Jhe use 
of the current ratio suggests that if thi&^^ EOpor tional study is of 
v alue o t her proportiona l studies mig^t logically be exp ected to,be_ 
of at least agjnucji or pe rhap s greyer value. With this_ injriind 
t he w riter ha s been e xperime nting with the development of other 
ratios. These ratios have two main characteristics. The charac- 
ter of the first is the development of comparisons and the reduc- 
tion of these comparisons to percentages as between items of 
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- acquired asset or liability nature.- These ratios the writer h^s 
designated as the static ratios, in that they re presen t the state of 
development at the time of the issue o^ the sta teme nt. They are 
made up by the placing into relationship of_various items of 
assets and lial^ilities. 

The second set of ratios has been designated, by the writer, 

as velocity ratios in that they are made up of a comparison of the 

volume of business, which is the velocity of the business, with 

certain of the assets and habihties indicating periods of cons'jmp- 

. tion or productivity of certain units. 

The static ratios are : 

r. The Current Ratio, already discussed 

2. The ratio of Receivables to Merchandise '•^ 

3. The ratio of Debt to Net Worth — 

4. The ratio Net Worth to Non-Current Assets. *^ 

The velocity ratios are : 

1. The ratio of Sales to Receivables ' — ' 

2. The ratio of Sales to Merchandise -^ 

3. The ratio of Sales to Net Worth 

4. The ratio of Sales to Non-Current Assets. ^- 

THE STATIC RATIOS 

/. The Current Ratio. — The questions surrounding the 
current ratio have already been discussed, thoroughly. Mention 
is merely made of this ratio again at this place because this ratio 
is the basic or starting point in the development of the ratio 
method of internal analysis. It is also mentioned first in the 
static ratios because It is an already generally accepted ratio. 

2, The Ratio of Receivables to Merchandise. — It has be- 
come common practise, even to standardization, that merchandise 
should be shown upon statements at cost or present market value 
if the replacement purchase price has fallen below cost. The 
theory of this is elemental and is based upon the principle that 
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profit should not appear in inventory, or more broadly that 
neither profit nor loss should appear in inventory, but that inven- 
tory should rest at present market level. This in theory and 
practise is snnnd hecausft a pr ofit is not made until mercha ndise 
haj been sold for cash and the cash has become available with 
which to retire debts, caused by the purchase or fabrication of 
merchandise. The amount that one will receive for the merchan- 
dise inventory can not be positively known until .the actual cash 
is in bank, as the result of the sales transactions plus collections. 
For this reason no profits are allowed to be developed by the 
carrying of merchandise above Its actual cost and in contra to this 
it has been accepted as gpod practise that no losses should be con- 
cealed by the carrying of merchandise above the present replace- 
ment value because merchandise will have to be sold in competi- 
tion based on present replacement values irrespective of its 
original cost. 

When we move from the consideration of merchamiis£,_and_ 
its basic valuati on at cost or^ replacement value, and begin to_ 
consider the ite ms of rece ivabl es \ve_ are_ rnn frontp H with an 
eutixdy differ ent s ituati on. In rec eivab les we find_the item"! 
repre sentin g cost of merc handise plus profit. An item that repre- 
sents, while in the Inventojry, one hundred units of value and . 
which has been sold at an advance of fifty per cent, gross profit 
stands, as a receivable, at one hundred and fifty units of assets. 
N^. "nf hfi° ""^ -"^vri nced the theory that receiva bles should be 
carried at cost until collected. . In a seller's market, in which the 
supply of goods is scarce and in which demand is particularly 
active, such a period as we went through during the years of 
1915 to 1919, and early in 1920, it may seem somewhat incon- 
sistent to compel the carrying of merchandise at cost and allow 
receivables to l:>e listed at cost plus, , This is so because of the fact 
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that in a market in which shortage of merchandise is the predom- 
inating' feature, merchandise might almost be considered as sold 
as soon as received and might, therefore, be considered worth 
V^he full sales value. This is not advanced as a plea or even as a 
suggestion for the listing of merchandise other than as now 
advocated, but simply to call to attention the general psychological 
attitude of the creditor in his analysis as between his considera- 
tion of merchandise, and his demands that it be figured at cost, 
and his consideration of receivables, and his allowing them to be 
entered at cost plus, irrespective of economic conditions or effect 
upon the proportions of the statement. 

To digress temporarily the writer would mention a peculiar 
ar gument, advanced by a forme r custom er of his, to substantiate 
his listingof merch andi se which he carried at sales price so that 
t here was no differen ce in the figures when merchandise was 
transferred to receivables. His aryiimpnt was haspt] nn th e fact 
t hat the full produ ction capacity of his plant was booked on order 
f or eight or nine months in advance . This was considerably 
prior to the war period so that the peculiar conditions of that 
l ime have no bearing on this story. Tljji! parti'-nlnr mflnhnnt 
argued that it was perfectly correct to ca rr y his merchan dise at 
sales price because of the fact that the transfer from merchandise 
to rece ivables, which were always carr ipd at salcr pripp, ivir 
merely a matter of boo kkeeping and the time nec essary to pe r- 
form the physical operati ons of piitt i ng- th e f inicliM product in^ 
the packa ges a nd on the cars. Thi s story, how e'Tr, is p"t ^^^- 
vanced as an argument in favor of carrying merch andise at .sales 
prirTj;>iit j-i injcrtrd "limply to call attentio n to thp fart ^h:^]^_f!lfK_^ 
are times of economic activitv in which there is no t the technica l 
difference between merchandise and ' receivab les_3s mig-ht he 
expected and as ordinar^_^ialyais_recDgnizes. 
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It is not to be arg ued, because of the physical difficulty in 
jLCCOunting, that we should begin a practise of demanding that 
r eceivables be carried at cost.. T he difference betw een the char- 
a cter of the two items and the acknowledged a cc ounting methods 

i n carrying them on the books has been ta l ked about and analys ed 
simply as a basis for the develnpm^.nt of a ratio study and so that 
t his study and its use mifrhf he m^re thoroughly understood. 

T hf fartp are that the tra nsformation of mercha ndise into 
r eceivables, b y the pro cess of sale, makes it customary to add to 
th e ate a t - thc p r ofit iTpiTsi:.ntcd '"°t'T"n th" -n'it pf prnHnrtinn 
and itn nalfs prii-f ThJ s of coufse sweHs the Current assets. In 
nr (^pr tn iinilprat gii fl f\\\^ . p r o ccsS better it mi ^ht be well to refer 
t o the method of an arithmetical example as was done in thf ■itudy 
nf the r.iirrent rati o. 

1st instance snd instance 

Receivables 7S unit s 

Merchandise 31 units 

Current Debt ^S. units 2S units "" 

Current liatio 200 per cent. 300 per cent. -- 

■ In the above arithmeti cal tab le it is presumed that we hav^ 
e limina ted everything from the statement except merchandi se ■ 
and current lia bilities^. The proportion of th ese tw o has b een set 
s o as to produce the time hnnnrg i-l .two for one or two hundred per 
cent, current ratio. It has then be en presumed that in the selling 
C5f this par ticular merchandise a fifty per cent, margin over cost 
nfproductinnjja s been added to establi sh the sales pric e. There- 
f ore the fifty units of merchandise when sold will appear on the • 
statement as seventy-five units of receivables. The transforma- 
tion has been accompanied by little or no necessity for increasing 
the current debt. Therefore in the second instance we have sev- 
enty-five units of receivables, as compared to the same twenty-five 
units of debt, and have established a current ratio of three hun- 
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dred per cent by the process of transforming merchandise into 
receivables. 

It is not to be presumed that this fifty per cent, increase in 
valuation will always, be present in such a transformation. IE 
twenty-five per cent, had been added the receivables would have 
appeared as sixty-two and one-half units of assess against twenty- 
five units of debt and the current ratio would have been two 
hundred and fifty per cent. If a lesser margin of profit had been 
added the increase in the current ratio would have been less, but 
in any event the transition injects into and adds to the assets side 
of the current ratio probably an amount greater in proportion 
than it can possibly add to the liability side. If this were not so, 
=f- there could be no profit in the business. Therefore if we have a 
statement primarily merchandise, as to its current asset, and later 
, a statement of the same industry primarily receivables, as to its ' , 
, current assets, the transition ought to be followed by a rise in the 
■ current ratio. If this is not the case then the management of the 
industry has added something, in the nature of current debt, for 
some purpose or other which has offset the increased current 
asset represented by the profits added in the transforming of 
merchandise into receivables. This offsetting manipulation is a 
matter for investigation, by the credit man of the creditor, so that 
he may understand the operations of the debtor and determine 
' just why the negative operation was necessary. 
<" • If from year to year or from period to period we find an 
increased proportion of receivables, as compared tQjnerdiandise, 
we ought then to expect to find a rising current ratio, [1 In contra- (3* 
distinction to this, if we find a d ecreased pr oportion of receiv ables 
as compared to merc handi se we mig ht logJcallv expe ct, as between 
any two periods, a declining current ratio because of the iact thaj: 
the condition of the debtor has approached more nearly to the 
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cost basis . A study of this r atjg tfapn "'"I ''*" '•'^mpn ris"n f"** dif- , 
feren t statements from period to period will in a great measure 
e xplain fl uctu atJons in the current ratjn wViii-h mgy be more 
f anciful than real. _ The st udy of this ratio may eliminate mu ch 

of the increased confidenc e pvprpgcpd Iw g riginfr a^f] j|- Tnay. 

v itiate to a great degree any fear arising from a decreasing cu r- 
rent ratio. 

A study of this ratio from year to year may also disclose / 
the fact that a company may have pushed out its inventory to 
a gents, carr ying the items as receivables , in o rder to get the 

henpfit nf apparpnt saleij "''•""•.'^1^, nc a m atter of fact^ the, inven- 

tnry thiig pn>;lipfT nut IS Stil l, as a liquidati ng proposition, inven - 
to ry and r^t tr^^f rfveivahlj't; The full significance of this 
, particular nse of thp ratio will he mnre rp.i(H1y iindprt;tf>nd anrl 
appreciated when we discuss it in connection with some of the 
velocit y ratios in our next chapt er. Th e fact that it can be thtis' 
used, however, and that it can also be used in connection with a 



stud y of over-inventoried condition s ph""''^ ^ apti-iT.^1y l-ppt 'n ' 
imndj_ 

3. Debt to Net Worth. — When a npw indust ry is organized 
and begins business the owners of th e business must perforce, 
u nder anythin g lik e normal conditions , ad vance or have in their 
possession a sum of money _p r marketable goods or productive 
machinery with which to carry o n t he business . T his may be 

g p nL-pti nf ;|<; thpir rapit^ l 

Except in rare Jnsta nces the capital thus provided is ng t 
sufficient as a ba sis for the operations of an industry at all time s 
and therefore it is rarely possible for an industry_ t o conduct Its 
■fe OBiness w ittiout a considerable additiotiJo the funds pr ovided 
by the owners of the b usiness. Th ese additional funds are repre- 
s ented by the debts_of thejndustiy^ 
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T he deb ts of_th_e inijustry re presg it ^ yea lth i^ giJo^s or 
sgrvices...or the_ credit with which to bu y-goods or services th at 
are either sold or loaned t o-the- in du stry by individuals, sourc es 
oLsiiBpiy, or _banks tji at have coiif idaHce in the solvenc v_Q£. the 
ind ystrv and ^fp willing^ to extend it cre dit. By this operatio n 
t he creditors of an indu stry pla^p at thp flUpntal nf t hM {"dngfry, 
f or tempora ry use, p art of their wealth which is used by th e 
dfihlor- industry in carryi ng o n its business ap^T in ihc namp way 
tjiat the rapifal nf its nwf)^^rF '° '"""'' As ajTlatter 0_f fact, jt 
woiiLLbe prac ticall y i mpossible to determine at.ariy one moment 
an exact di vision oithe as sets_ of an industry so as_to_indicale 
what-part . was paid, for and w as co nting ent upon t he capital oL 
t he owners and what p ar t was contingfent- npnn and had been 
purchased by the funds advanced by the creditors of the business, 

y^ ate, t heref ore, con fron ted with the fact that, in_the 
operation of an industry, capital of two nwrierships is en^plnypd : 
the first being- the capital ; jdv anced by thp owners and the sec- 
o nd the capital advan ced by the creditor s, dn tliic prpmicp it 
becomes interesting to study from year to year the proportion 
that exists between the owne d and the loane d capital. I f the 
debL_QLail_!ndustry i e pgniml p nt tn the, npt vynrtli thpn fifty ppf 

c ent, of jhejsseto are rcctirod from f^nd ' i^innpriny r to tb^ rrpdit- 
ors-.a nd the c red i t oL s are equal partners with the owners of the , 
busines s in the control of the funds being use d 'n thp art;iiifipg.jaf 
that business. 



If in successive years or successive periods we find the per-. 
centage of debt increasing in its relati on to the net worth the 
industry is in a positio n of relying t o a g reater and greater extent 
for its economic capital upon the good will-ofTts creditors. I f a 
business has e xpanded consid erably a nd the debt ratio has rise n, 
the expansion has been made possible by thegreater^sset^s secured__ 
through extensions by the creditors of the industry. 



,l,z.obyGOOglC 



ANALYTICAL OR INTERNAL ANALYSIS 149 ^ 
As ^the debt ratio rise s, the moral risk in connection with \ 

credit extensions t o an indll -itry playa ^ tnnr.. pnH tnnrt» importa nt I 

part because of the fact that any shaking of mnfJHpt n-p. that . 
w ould tend to dislocate in any wise the faith of the creditors in 
the future of such an industry, would affect a la rger and larger 
p art of the economic capital b fjngr h^pH in thp inHngtry There- 
fore a proportional ratio study developed as between the total debt 1 
and thfi-net worth becomes very interesting as it disclo ses the con- 
t rol of the economic capital at use . T his ratio may for ewa rn a 
creditor that the-eTeT^OprmJIsnTof the debtor, and other credit ors 
perhaps, h as allowed the industry to ^et caught in a position that 
may jeopardize its future because it has be gun to rely too greatlji 
u pon the good will of its credi to rs and has e^g panded its business 
beyond the reasonable limits of the i nvestment of the owne rs. -< 

What "^^v appear to be an abnormally large debt to net -; 
worth ratio may in some instances be ameliorated by the fact that 
a comfortable portion of the whole debt has been funded eithe , f 
through mortg ages or bond Issue or long-term notes. W hen a ' 
large debt to net wort h ratio is in evidence, bu t a ccmsiderable 1 
p ortion is funded , it is advisable to establish a current debt to net 
worth supplementary study to see whether this is reasonably lo w. 1 j 

If a fifty per c ent, debt to net worth ratio seems reasonable 
and we find a seventy-five per cent, deht to net worth ratio it 
W fiHld_se em that the current debt to n et worth ratio should he 
somethin g hflow the normal fifty ppr rent. This should be true 
because w bgn-A-proportion of the debts is funded thosp debtors, 
after a manner, have adva n ced permanent funds in a nature 
somewhat similar to the owners and th e necessity for short time 
or current debts should be thereby materially reduced . On the 
basis just mentioned the probability is that a safe current debt to 
net worth ratio ought not to exceed approximately thirty per 
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cent, and that approximately forty-five per cent, of the total debt 
to net worth should be in the form of funded debt. These pro- 
portions are, of course, variable in accord with the confidence in 
the productivity and the moral risk and this should be very care- 
fully borne in mind and allowances made for reasonable 
- variations. 

4. Net Worth to Non-Current Assets Ratio. — As we have 
seen in the discussion of comparative statement analysis there are 
two general types of assets. These are current assets and non- 
current assets. The non-current assets are in the nature of cap-' 
ital assets and should be largely provided for by funds advanced, 
owned, and controlled by the 6wners of the business. It is not^ ^i [x, 
sound economics nor good business judgment to have non-cur- 
Ignt assets represented bv tl i^^ p ^trt o f th" whnlf "iv orking capital . 
which has been suppliyLl^Jhccreditor except as it may i 



measure be logically proyid£d-ier"t5y~fuqded debtuniler-ceaain 
sti pulations and agreements. Practically nci tcr thoitkHhTS-^pe 
of asset hp pnrrhased from current debt . 

If we establish a proportional or ratio comparison reduced to ~^ 
percentages as between the net worth and non-current assets, we 
can determine what proportion of the owner-control led fimds or 
capital is left over after the non-current assets have been finan ced.~ ~ 
and~are a t the disposal and can be used for the current operating 
features of the business. . Under the Federal Reserve Bank Act, ■ 
only such paper is eligible for rediscount as has been used to pro- - 
duce funds for c ommerci al purposes. This terminology specific- 
ally eliminates from eligibility notes that have produced funds . 
that have been used for capital purposes. The first test, then, to 
establish the eligibility of a note is to prove that there have been- 
separate funds advanced by the owner of an industry icupafehasC 
all of the non-commercial assets ; in other words, thenoii:£Ufrent 
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assets. If the net worth of the industry is sufficiently great that 
it can be proved to be sufficient to purchase the entir e non-current 
assets and leave a substantial margin to invest in current assets, it , 
i5_logical]y true that all of the current de bt, wiiic h includes the 
n otes of the comp any:,._could have been used for comm ercial / 
purifies. 

IiL jotnparative an a lysis an inrrffinrr '" *^- ""* wiif^li < i s \ \ -^ 
between any two years or peri ods creates ;^_fpp]in{^Jf ^fnBritr "1 \\ 
t he mind of the analyst. T b's '■' hprq^^^p thp making nf profif is 
^ primary test nf success . mm mpr<;i^llv speaking. In a period of 
risi ng prices, it is, howev C i ffrp'tn thit a tr r mrnd n i n r n yrh"l")T 
ical force is prpse rit t''"'^'ig ^^ ■it'"'ii'?f° inrrpn"*^ piin« 'j^ — 
f act that e xtra prnfj l -, nr n m t rlf bf"nin" of p'''''C p'-i'-'-T "" ■■•"" — 
m aterials d"'''"g " thf p'''''irl n f fihiir n t i nn hn hrrn i n nftr-n — 

adva nced that the statement of i t again is almost a platitndp. U 

is, nevertheless, a fact , and this fact means a stimulus is present 
to increase wla nt faster than norma] so a s to take advantaf^p of 
t hij additional profjt ;| <j l( ;ip f a>i wp art- in thic pprind nf ri';in(>- 
prices— — - 

If t hen, we are to analyze the increase in net worth as be- 
t ween any twcTvears or periods in whic ;h an increi^sf js prpsent, we 

f^n add H rnnci^^r^KU rl^^r^^ nf ra^Lrity ^.. r.^,- ^; ialvsis jf WC 

incl ude, in this comparison, a comparison of the ratio that exists 

on both statements as between net worth and non-current assets . 

If we discover by this method that while there has been an 

/increase Ju net wi>r[h tliat the ratio of net worth to non-cnrrent ; 
assets has declined , we may be reasonal)lv s ure that. the ow . nf rs of . 
the business have c.xnnnded plant more rap idly than tlT^ normal 

. ^nwth in ""*- ■"-"'-^'^ "f t''^*^ inflii.;try, Tf this dislocated expan- ■ 
s ion be cons iderable, indica ted by a large falling off in the ratio 
of net worth to plant, it may mean that the company has trans- 
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formed a consid erable proportion of its liguitj capital into fix ed 
capital that will in a period of depres sion, t hrough the nec essity 
of paying dividends on it, be a considerable drag on the industry 
when the plant will not be as productive as had been expected. 
Over-plant expansion, over-investment m non-current assets, has 
put many a n industry in a corner where Jt has had to figh t for its 
li fe and where its creditors have had to carry Jt for a considerable 

L period in hope of receiving full payment of their claim s e ventually . 

(- I t is not enough then, that an industry should show an in-? 
crease in net w orth but it must make reJisnnahlp Hisposit inn nfc 
this increase not dis bursing it in dividends to an abnormal dee;Tee . | 
and jot transforming this additional capital into fix ed capital 1 

I, beyond a rea sonable propo rtion. 

A further use of_this_j>artic^lar ratio will become evident 
when we disqugs the velocity raHos in_our next chapter.- At the 
present time it should be bo rne in mind as an indicator as to what 
disposi ti on has b een m ade of the in creased net worth . 

DERIVATION OF RATIOS 

The Current Ratio. — To secure the current ratio, divide the 
total of the current assets by the total of the current liabilities and 
to establish this on a percentage basis multiply the result by 
one hundred. 

The Receivables to Merchandise Ratio. — ^To secure this 
ratio as described and explained, add the accounts and bills re- 
ceivable on the property statement and divide by the total of the 
merchandise inventory. In order to reduce this, relation to per- 
centages, multiply the resultant by one hundred. 

Debt to Net Worth. — ^To secure this ratio, divide the total 
debt, both current and funded, by the total net worth. To reduce 
this to percentages, multiply the resultant by one hundred. 
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Cturrent Debt to Net Worth Ratio. — ^To secure the current 
debt to net worth ratio, divide the total of the current debt by 
the total net worth and to reduce this to percentages multiply the 
result by one hundred. This is a supplementary ratio where there 
is a funded debt and a high debt to worth ratio. 

Net Worth to Non^Current Assets. — ^To secure this ratio, 
divide the net worth by the total of the non-current assets. To 
reduce this to percentages, multiply the resultant by one hundred. 
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CHAPTER IX 
Analytical or Internal Analysis — Continued 

THE static KATIOS 

In our last chapter we discussed the development of four 
principal and one subsidiary static ratio. T hese rat int; tpnH tn 
disdose-the proportio ns existi 'nf j- y-twppn ^ tctu al component parts 
of a property statement or balance sheet. Both of the compo- 
nent parts of each ratio are made up of items taken from the 
actual figures of the balance sheet itself. The fluctuation of 
these items and their proportions to each other are a measure of _ 

the actual condition of the industry. When compared yearJ^t 

year or period by period they tend to indicate the varying pro- ^ 
portions and strains that the industry is deyeloping. Th eir use 
expands the older current ratio, or t wo for one mpthnH, by gnal- 
ifying this ratio and adding thereto, through proportional studies 
which are as Ic^cal and important from an analytical standpoint - 
as is the adoption and use of the current ratio itself. 

THE VELOCITV RATIOS 

There is, however, a condition of quality in both current and 
non-current assets that is not toiiclied- -upo n to a ny very great 
extent by the use of these static ratios. This qualifying study Js- 
in th e dire ctjjfl'^ "^ ^^p vp^nrity ratjof; whirVi jt will nowbeour. 
task to inxfis^gate^ruLdiscttss. T hpqp ra tW , lik" t^f rtTit'" ■-nti"'-, - 
are four in number^d^nsi^tol _e_s_taMishing the_proportic«i that 

eid|tS between g^lpgnnij^n ..^i-h inctpin<-i', i-Pr.awahlwT-TTffri-'han- 

154 
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dise, net worth, and non-current assets respectively and 
individually. 

Sales l0 Receivables Ratio. — I n the static ratios r prp jvahlf s .. 
form a part of the current ratio, and an important par t. A g w^ 
h ^e se en, in the study on comparative bulk analysis, receivaliles' 
are an important part of the a ssets in connec tion with the so- 
called "acid test," but jn both of these_studies, the current ratio 
and the "acid test," it is the bulk of the receivables that plays the 
important part and not their quality. 

There is little doubt but that any credito r would be willing 
to continue his credit r isk to a A chtnr^ in cpitp of a lower c 
ratio or in spite of a considerably subnormal c urrent ratio 
could be ass ured of the fre ^hnp^g ^f~thp r-i^fivahlfq and their 
normal or greater than normal liquidity . Particularly is this true 
in the use of the receivables in connection with the "aci d test" 
method. The qu estion th en devel ops as to how th e char acter of ' 
the receivables and thei r liquidit y may be analyze d reasonab ly 
and surely. 

If the terms of sale in an industry are sixt y days net this 
ilise i-r''='ting n rrrrivahlr 
jid_^aid at 
1 aver- 



means that the indiu 

that, according to the sales term, is to t 
the expiratio n of a sixty-day period. Th is means un der a 
age method of figuring, that the annual sales, representing six 
periods of sixty d ays, wi ll be six times the amount of the receiv- 
ables. O n t his basis, if w e establish ed a ratio and rgducgd_it_tQ-_ 
p ercentap'es as betw een the annual sale and the rprpivablps, yyy 
would have a ratio of six hundred per cent. This would b e the 



pe rcentage method of indicati ng that the annual sales would cre- 
ate the receivables at the rate of six times a year which, in contra , 
woul d mean that the receivables were collected on an average o f 
s ixty days' maturities. 
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I f the sales te rm were two per cent, off ten davs or sixt y 
days net , it ma v-feg-iffSsiimed that a sufficient number of cus- 
t omers^will take aaVaintag-e of the two-per-cent. ten -d ay discoun t 
.Qgg Qitoftitirstnhar the total of their accounts being paid within 
te n days will offset on the average the total of those accounts 
t hat run past the final maturity sixtv-dav dating'. 

If the terms of sale are ninety days net , or two per cent, ten 
days, ninety days net and the same ■ pro portional study were 
- devetopeHTthe ratio of the sales to the receiv ables should approx- 
i mate four hundred per cent. 

This because of the fact that the receivables would then 
r epresent accounts and receivables~Ehaf did not mature except 
wi thin a ninety-day p eriod , which is <'vif1''"'"'y gpprnY;mit''iy ""» - 
fourth of a year so that the sales might normally be expected t o 
be about fnurjjirn's the amount reprpsentcd O" this hasJs. 

If in yearly successive or periodically successive statements 

* w e find that the bulk of the receivables is incre asiggi but that the 

volume of the sal es is increasing with suf ficient r apidity so th at 

■ t he ratio of sales t o rece ivable s i s also increasing we may be rea- 

^ sonably cmif ident tha t the industry is not a ccumu lating nM nr 

l ess liquid recei vables. If, in contrast, we fin d an increasing 

I amount of sales but a decreasing ratio ag bj-twrt-pn^c^jfc anl^ rp- 

I c eivables we can b e m oderately certain that the sales terms of tJie_ 

' in dustry have been voluntarily extended or th at th ere i^ a greater . 

proportion_of x^si^slj^^s past due than as measured by the condi- 

tion_at the begin ning of the_.comparison period. 

If we are c onfro nte d with a declining current ratio but we , 
determine, by t he esta bl ishment of a ratio me asuring sales ag ains t 
' receivables, that the actu al liqu idity o f the receivab l es has in - 
creased, this inc r£ase-^Dia. v have been sufficient to offset and 
support the credit standing of the industry as jeopardized by the 
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declining: current ratio . T his is true becaui 
we are assured of the freshness and basic goodness of the receiv- 
abl es, it is only logical for the creditor to bt; willing m mntinnff 
his credit extensions "" a nnrr"wftr mnrgin 

This is in a manner akin to a study in engineering which 
d etermines the toad to be carried by a bridge structure, for exam- ^ 
pie, and provides the necessary strength to support the expected 
load and provide a margin as a factor of safety. In order to 
■ make this clearer the writer has at times used a homely simile to 

grnphagJTg ffif racy U nder thJS simile ? farmir I'g ijiippfwpd to 
h ave a small creek runn in g through his h ay-fiel d difficult o f 
crossing with a loade d hav wago n. The farm er. reaMrin^ that hi- 
coul d make this crossing and_haul t n his harng r""r'' "S FJl y hy t hf 
use of a bridge, builds such a bridge. H e uses 
b y four timbers upon whicb-bp-^aA^!^-^hf^ 
the roadway. T his brid gf r'""'"''"! thp far m er and his horses and 
the empty hav rick successful ly tn thp Tlf^y-fipld Qq^his re turn- 
however, with the loadedjwagorij the t^£i_by .four stringers are 
no t equal to th e _load and the bridg;e collapses, Cert aiti of hjg 
theoix_that^ bridge can be efficient the far mer decides to build 
another. Prnfitin^ by hJi f-upprirnrr and realizing t hat two b^ 
four stringe rs are n ot of sufficient strength he goes to a nother 
e xtreme. Instead of luring two two_ bj^^oui^slringers he lays 
three two by twelve stringers. This bridge carries the load both 
to and from the hay-field without trouble. The farmer is satis- 
fied and proud of his effort. Later in discussing this matter with 
a summer visitor, who happens to be an engineer, he is told that 
he has been^ excessively conservative in constructing his bridge in 
regard to the margin of safetj;. The engineer has figured the 
weight of the team, the farmer, the wagon, and the hay load and 
through his knowledge of the strength of timbers, etc., etc., has 
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figured out that the farmer could, in perfect safety, have relied 
upon three two by six stringers. This would mean that in laying 
the bridge the farmer had used exactly twice as much lumber in 
his two by twelve's as he needed because twQ by six's would have 
given all the necessary strength and would have provided the 
necessary factor of safety for possible overload. This is, of 
course, an examp le of t he inefficiency of ignorance. 

The su^^ested ratio of sales to receivables is in a manner 



similar to the mec hanical knowl edge of strains and stress -which 



the engineer had i n determining the size stringer needetlljy the 
farmer to provide the factor of safety. The principle behind the 
use of this ratio emanates from the thought that the liquidity o f 
the receivables, their freshness and "theii ute of-coUection is 
quite as important as their bulk. This collectivity, indicating the 



tr ue hquJd ity of the receivables, can be comparatively measured 
by k eeping a record from year to year or perio d to period of the_ 
propo rtion that exists between the .sales ai)d the receivables. 

(The .executive of a bus iness can u se this rat io as has been 
e xplainecf so as to develop a monthly comparison of his re ceivable s 
which ta ken over a period of years w ill establish the month ly 
normals of his business.. See Chapter III. 

Sales to Merchandise Ratio. — The development and use of 
this ratio is somewhat similar in theory and practise to the ratio 
just described in connection with the receivables. 

If the ratio of sales to merchandise as devel(^d disclosed 
a percentage of six hundred per cent, it would mean that the 
sales would, on the average, consume the inventory in sixty days' 
time. If the ratio is four hundred per cent, the sales will consume 
the inventory in ninety days' time. 

If in the comparison of statements from year to year, or 
period to period, we discover an increasing inventory there may. 
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be a tendency to the belief that the industry in question may be 
getting itself into an over-inventoried condition. Tliis, however,^ 
can be far better measured and estimated if the mere bulk of the 
merchandise is not considered as closely as is the relationship of 
the sales to the merchandise. If the merchandise is increasing 
but the sales are increasing also, in an amount large enough to 
increase the ratio of sales to merchandise, then the industry is 
probably not working into an over-inventoried condition; This 
would be true because of the fact that the inventory, although 
larger, is being eaten up and consumed more rapidly and turned 
more times as between periods than in the former instance. 

In every industry there is a period of risk as between the 
time that inventory, in either the state of raw material for fabri- 
cation or finished goods for jobbing or retail sales, is purchased, 
and the time at which it is disposed of. If, normally, the goods 
are sold on the average within a period of sixty days, then the 
industry is under the jeopardy of loss through falling prices for 
only sixty days after the purchase of goods, because by the end of 
sixty days the merchandise will have been sold. In a period of 
rising prices the length of the period of jeopardy is not of such 
great importance because the element of the risk of loss through 
declining p rices is not present. As we approach the peak of a 
rising price period, however, particularly if there has been a 
scramble for merchandise in a seller's market, the period of 
jeopardy begins to play an important part in the determination of 
the goodness of the credit risk. If inventory is piled up in suffi- 
cient quantity to lengthen the period of risk considerably beyond 
what may be or has been normal for that particular industry, a 
condition may develop in which a very considerable part of the 
assets of the industry may vanish through loss due to falling 
prices. This particular phase of statement analysis was used by 
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some and could have been used by many credit men with advan- 
tage, as a measure for the statements received during the year 
1920, because early in that year it became reasonably evident that 
we were approaching the peak of high prices and that we were 
about to enter a period of decline. Under these conditions a 
lengthened period of jeopardy in inventory became a very serious 
question in the stability of many industries. 

The writer remembers one specific instance in which this 
particular ratio disclosed a weakness in a particular risk. In this 
instance the ratio of sales to merchandise was two thousand, four 
hundred per cent., indicating that the inventory was being con- 
sumed every fifteen days or thereabouts, being at the rate of 
twenty-four times a year. This particular condition suggested 
the expediency of looking very closely into the inventory. It 
was discovered that this particular industry, operating in a 
commodity that was disposed of by wagon sale, actually had on 
hand only a sufficient amount of raw material to fabricate its 
product from a period of fifteen or twenty days if further raw 
material could not be secured. The market was a highly com- 
petitive, highly localized one, secured largely by personal solicita- 
tion of wagon-men and by judicious advertising. This particular 
industry was securing its raw material in a market nearly one 
thousand miles from its point of fabrication. It is true that it 
had under order and on the way a substantial amount of raw 
material. This material, however, was subject to freight delays, 
embargoes, and tie-ups throi^h snow-storms, etc., and it could 
easily have been physically possible for the delay of raw material 
on the road to have reached a point where the industry would 
have been without it and have had to cease fabrication for a 
period. It might have been able to secure a substitute raw mate- 
rial of doubtful quality which would have resulted in a product 
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not uniform with that which it generally distributed. Under 
these conditions it might easily have been possible for the industry 
to lose a very large part, if not all, of its market. This could 
have been recovered at a considerable extra selling expense 
thereby entailing a substantial loss. This is, of course, an excep- 
tional case and is advanced only as an example of the application 
of this particular ratio. When the situation of the industry was 
brought to the attention of the management they at once saw the 
seriousness of the situation. They made arrangements, immedi- 
ately, for several sources of supply, some of them local and others 
approximately local, so that material could be secured, on a 
pinch, at some small additional expense, but still on surer basis. 
By this they made themselves secure, so that the danger of sus- 
pension in production was eliminated. 

Another instance exemplifying the use of this ratio was in 
its application to a comparatively small so-called departmeiit 
store. Over a period of years the statements indicated an ever- 
increasing inventory accompanied by some increase in sales but 
hy a decrease in the ratio of sales to merchandise. As this was 
not a sporadic or isolated decrease it was deemed advisable to con- 
sult in the store witli the management concerning the make-up of 
the inventory. This consultation disclosed the fact that the mer- 
chant in question did not appreciate the necessity of disposing of 
merchandise at the «id of a season, if even at some sacrifice. A 
good many of the top shelves were filled with boxes and pack- 
ages of merchandise some of them of the vintage of ten or fif- 
teen years before. Unlike wine, this age had not increased the 
value of the vintage and the merchant had to take, in the read- 
justment which was forced upon him, a very considerable loss in 
disposing of this antiquated inventory. It is true that there 
would have been perhaps some loss each year cm his seasonal 
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reduction sale, but a reduction sale at the end of any three or six 
months' season would not have to be so drastic, to move the 
goods as would a reduction sale of goods from four to six years 
of age, in which many models and many styles were worth prac- 
tically nothing but junk value. 

The condition above outlined was emphasized and made 
prominent by the application of this ratio to this particular state- 
ment. It is not, of course, impossible that this condition might 
have been discovered by the generally inspirational method of 
comparative analysis. But the necessity of this kind of an inves- 
tigation was positively suggested by the establishment of the 
ratio as between sales and inventory. 

As was said concerning the receivables, a more liquid con- 
dition of inventory may help to sustain a falling current ratio or 
a less liquid condition of inventory may detract from a rising 
current ratio. This condition of basic liquidity is a most impor- 
tant fact and tJie comparative liquidity from year to year or 
period to period can in a very great measure be determined by 
the development of this ratio. 

Sales to Net Worth Ratio. — In order to earn profit wealth, 
as represented by capital invested by owners in a business, must 
be reasonably active. The activity of the money, invested -by the 
owners of a business can be measured to a very great extent by ■ 
the relationship borne ^y sales to the net wqrth. With a given 
percentage of profit, figured in establishing a sales price, the 
greater the profits will be on a fixed capital or net worth invest"- 
ment for each increasing amount of annual sales. If we there- 
fore establish the ratio of sales to net worth we can determine 
the activity of the owners' invested capital. If this ratio is an / 
increasing ratio the activity of these funds is greater and with i 
the same margin of profit the earnings should be greatei\^_— --^ 
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There are, however, conditions in the use of tliis ratio that 
ought to be borne in mind. As in the human body there is a . 
normal temperature, so in an industry there should be a normal 
activity of invested net worth. If this activity is excessively high ( 
we may be confronted with a condition in which the owners of an 
industry are over-aggressive and are developing sales activity in 
excess of all that may be reasonable when considered in propor-^ 
tion to the amount which they have themselves invested and pro- 
vided as a margin between the assets and the debts. Such a con- 
dition may be likened to an individual running a fever. Under 
these conditions an abnormal activity may be supported primarily 
upon the momentum of the business and tliis momentum may 
carry the industry into a dangerous position in whicli it becomes 
over-expanded when compared to its invested funds- If this "i 
over-expansion becomes excessive and there is any setback in 
general conditions it may put the business in real jeopardy, as a ■ 
chill may be fatal to an individual with fever. 

Some old-established business lacking progressive manage- -, 
ment may not keep their funds actively employed. This inactivity 
may be sufficient to run the industry into what has been called a 
condition of dry rot. This dry rot condition is often indicated by 
a continual year by year or period by period falling off in the ratio 
that exists between sales and net worth, -^ 

In the use of these velocity ratios it must be borne in mind 
that many regular increases or decreases are to be looked for 
under jiormal conditions. The increases and decreases in the 
ratio may not be sharply defined. The dangers lie in the con- 
tinued and steady adverse developments of the ratios and, while 
a one- or two-year variation adversely may be explained by gen- 
eral conditions, a continued variation toward weakness should be 
very skeptically viewed by the credit grantor. 
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Ratio of Sales to Fixed or Non-Current Assets. — It is, of 
course, a perfectly evident matter that the owners of a business, 
to a greater or less extent, invest their capital in plant, real estate, . 
machinery fixtures, etc., etc., so that they will be in a position to 
fabricate a product which they can sell. 

In the generally accepted method of statement analysis the 
credit judgment has rested largely on the current assets and their 
proportion to the current debt. Only a very secondary value has 
been attached to the non-current assets, although the possession 
of efficient non-current assets is an absolute essential to fabrica- 
tion. This suggests the desirabihty of establishing a method by 
which the relative productivity of the non-current assets may be 
gaged so that from year to year or from period to period an 
increasing or a decreasing productivity and efficiency may be 
noted and compared. 

If we should establish a relationship as between sales and 
non-current assets, reducing this to a percentage basis, we would 
have an indicator showing the resultant dollars of sales for every 
dollar invested in non-current assets. This would establish the 
sales productivity for every dollar ncai-currently invested. A 
comparison of this ratio from year to year would indicate th? 
relative activity of the non-current assets and would establish a 
productive valuation that would place the non-current assets in a 
much better position to be used as a basis for credit standing. ' 
- There is, however, a very considerable allowance that must 
be made in the use of this particular ratio. In a period of rising 
prices, prices on product sold would tend to show a very rapid 
increase in sales as rejwrted in dollars. In contra to this the 
amount of dollars invested in plant would not advance in the 
same rapidity because of the fact that accumulation of plant dol- 
lars extends over a considerable period of years and any yearly 
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addition thereto at a higher price would have a very much rela- 
tively smaller influence upon the average cost and investment in 
the non-current assets. Along the same line of reasoning in a 
period of rapidly falling prices the sales volume, as expressed in 
dollars, would decrease with a considerably greater rapidity than 
would the dollar valuation of the non-current assets. Therefore, 
in reading this ratio, in a comparative way from year to year or 
from period to period, the general economic awidition must be 
very carefully considered, as rising or falling general prices 
would affect this ratio. 

The ideal method, of course, would be to measure the ton- - 
nage production against the investment in non-current assets, — 
to indicate whether or not the tons or yards per unit or per dollar 
invested showed an increase or a decrease. The individual execu- 
tive in measuring his own business might very possibly make 
such a study, but it has not been common practise to submit ton- 
nage volume of sales in rendering financial statements. This.. 
however, is a condition that should develop and eventually the 
tonnage output ought to be used in conjunction with the dollars 
of sales to establish this and other comparisons on a more scien- 
tific basis. 

METHOD FOR DEVELOPING RATIOS 

Dividing total sales by total receivables produces the sales to 
receivables ratio. This should be carried out to at least two deci- 
mals and multiplied by one hundred to reduce the ratio to 
percentages. 

Dividing total sales by merchandise inventory gives the 
sales to merchandise ratio. This should be carried out to at least 
two decimals and multiplied by one hundred. 

Dividing the total sales by the net worth gives the sales to 
worth ratio. This should be carried out to at least two decimals 
and muhiplied by one hundred to reduce the ratio to percentages. 
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Dividing the total sales by the fixed or non-Current assets 
gives the sales to fixed ratio. This should be carried out to at 
least two decimals and multiplied by one hundred to reduce the 
ratio to percentages. 

USING THE RATIOS IN COMBINATION 

The individual ratios, which have been discussed under tlie 
heading of static and velocity, are important and instructive as 
indicating the flux as between different parts of the financial 
statement, etc. Certain combinations of ratios, when used to- 
gether, amplify this study and throw into still greater relief cer- 
tain phases of the company's advancement or decline in strength. 
These combinations in ratio study are subconsciously performed 
by practically all credit men, as is the actual ratio itself, and the 
reduction of this method to the mathematical formula of the ratio 
and the comparison of one ratio with the same ratio on a preced- 
ing statement is merely a modification of the subconscious or 
inspirational method of reading the statement. 

If, as between two years or two periods, we find that the 
ratio of sales to receiva bles h as remained approximately the same 
and that the ratio of sales to. merchandise has shown a_consider- 
able decline and that the ratio of receivables to merchandise has 
also shown a considerable decline, we "may infer and check up 
this inference by conversation and examination that the company 
has been increasing its merchandise account on perhaps a specula- 
tive basis. The theory behind this suggestiwi lies in the fact that 
the same sales to receivables ratio indicates a continuaticm of the 
normal In collections, but the other ratio indicates that it has not 
maintained its normal merchandise turnover suggesting first of 
all, that merchandise is catching up with sales. The fact that 
this apparent slowing up of merchandising ability has produced 
a larger proportion of merchandise as compared to receivables. 



,l,z.obyGOOglC 



ANALYTICAL OR INTERNAL ANALYSIS 167 ^ 

indicated by the receivables to merchandise ratio, is a further 
check and suggestion toward the development of the opinion that 
the company Is approaching an over-inventoried condition. 

With a normal increase of merchandise and a maintenance 
ofthe ratio as between sales and merchandise and a falling ratio 
as between sales and receivables we, may expect to find an increase 
in the receivables to merchandise ratio, and this entire combina- 
tion may indicate a laxity in the collection methods of the com- 
pany or an extension of the sales term period. 

If we are confronted with a bulk increase in sales, a bulk ■ 
increase in net worth, but a decline in the ratio as between net ' 
worth and non-current assets, we may begin to feel that the. 
increased sales have been achieved by plant expansion. Whether 
this plant expansion is reasonable or economic may be further 
analyzed by taking into consideration the ratio of sales to non- 
current assets. If, in spite of the fact that the sales have increased 
in volume, the relationship as between sales and non-current 
assets has declined, we may reasonably assume that the produc- 
tivity of the non-current assets has fallen off indicating that cap- 
ital, already invested in non-current assets, has not maintained 
its productivity. If, therefore, we are confronted with a situa- 
tion in which the ratio of net worth to non-current assets is 
declining, indicating a greater proportional investment in non- 
current assets, and if the ratio of sales to non-current assets is 
declining then it is only logical to suppose that the problem of 
that industry is not to increase its sales by plant enlargement but 
to increase its sales by greater plant efficiency. There can be 
little excuse for the physical enlargement of plant in order to 
produce a bigger volume if the unit efficiency of plant is falling. 
If such a development is carried on and we enter into a period of 
depression it can easily happen that such an industry will find 
itsdf top-heavy with plant investment. It will then suffer all of 
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the credit and financial troubles tliat are brought about by the 
conversion of liquid capital into fixed capital that is not, and can 
L not be, proportionally as productive as it should be. 

As a supplementary study to this conversion of liquid into 
fixed capital it is interesting to determine by the study of debt to 
worth ratio as to whether or not this illogical plant expansion has 
been accomplished through the medium o^ capital loaned to the 
, business by its creditors. If this be the case, it is well to use the 
supplementary study so as to determine whether this loaned cap- 
ital is in the form o£ current or funded debt. 

Other combined uses of the ratio will undoubtedly suggest 
themselves to the credit mind. These adaptations of the general 
principles will of course vary according to the requirements of 
different Industries, There is one thing, however, that the writer 
p- wishes to emphasize particularly, and that is tliat no method of 
analysis, no development of ratios, can be designed which will 
make a yardstick for credit. It is not possible to devise a math- 
ematical formula, into which the financial statement can be 
inserted, that will produce a result that is an absolute measure of 
increased or decreased strength. All of these analytical points 
are suggestive and create a background against which may be 
pinned the financial analysis. All of which leads to the discus- 
sion with the individinl management of their problems, as 
displayed by the statement, in order to extract from the manage- 
ment an explanation of their policies and their reasons for 
engaging in the different plans that have brought about the 
^ dislocations that are evidenced. In many instances what might 
be technically called an adverse development of a ratio might be 
; a temporary matter based on sound judgment for future produc- 
tion and it is in the determination of the soundness of the plans 
that the credit grantor decides whether or not the business is 
g^ii^ ahead or backward. 

DigilizMbyGoOgIC 



CHAPTER X 
Type Analysis and an Application of the Law of Averacts 

The analysis of any statement as we have so far discussed 
it, has been an individual matter, comparing the different por- 
tions of the statement, as to any particular year or period, with a 
preceding year or period, noticing the changes in bulk by the com- 
parative method and noticing the changes in proportion by the 
internal analysis or ratio. method. The ratio method of analysis 
is advanced as a suggestion as to how to advance from the old- 
fashioned standard of the credit, based upon the one ratio of 
current assets to current liabilities, which ordinary comparative 
bulk analysis has developed. It has been indicated that reliance 
upon this one ratio alone is unscientific. Especially is this true if 
the two hundred per cent, proportion is uniformly demanded. 
There is a definite reason for the necessity of enlarging on this 
individual ratio test; a very definite reason why some other 
method should be adopted. 

Varying kinds of business develop in their very essentials 
different basic proportions. Varying kinds of business likewise 
demand different margins or factors of safety, the degree of risk 
being different for different general types of business. 

Probably this thought can be more clearly emphasized if a 
comparative discussion is made an example. 

If we may, let us take without suggesting criticism, the 
millinery business as a type, and compare it with the wholesale 
hardware business as another type. In the millinery business 
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style plays a very important part in the value of the merchandise 
inventory. While it may be extreme, it is conceivable that the 
style for ladies' hats and trimmings in ladies' hats may be a bril- 
liant red to-day. This would mean that, in order to meet the 
market, the millinery concerns would have to carry red as the 
predominating color in their inventories both in shapes and in 
trimmings. This would be true because style has set a demand 
for red hats. If we are to take an exaggerated case in which, for 
some reason or other the dictates of fashion change, and the dic- 
tates of fashion can change very rapidly, it might become the 
style for ladies to wear as hats, steel gray in color. This demand 
for another color might come almost over night. If the man- 
dates of fashion were strong enough it would be almost impos- 
sible to dispose of the red hat inventory because of the fact that 
it would be difficult, even by a process of dyeing, almost impossible 
to rejuvenate the red stock so that it could be sold as steel gray. 
Such changes are of course temperamental, but such temperamen- 
tal changes can occur in certain lines of industry. 

The writer remembers well a style for elbow length black 
kid gloves that developed with great rapidity, not many years 
ago. This demand was so great and its coming so sudden that 
there was a real shortage in gloves of this kind in a very short 
time. He also remembers merchants finally getting heavily 
stocked in this very same elbow length bbck kid glove just in 
time to catch a change in style that made them somewhat of a 
drug on the market. This is to a minor degree what he means by 
style playing havoc in inventories. 

If in antithesis to these types we are to consider the whole- 
sale hardware business we will find that it is pretty certain that 
a ten-penny nail to-day will perform the same function six 
months or a year or even two years hence, A monkey wrench, 
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although there may be improvements or some changes, will still 
unbolt a nut as easily six months or a year from to-day as it will 
to-day. There is an absence of temperamental value in the inven- 
tory when compared to the millinery business. 

With these differences, more or less marked in degree as 
between industries, it seems absurd to accept blindly any set per- 
centage as a proper percentage for any ratio to be applied gener- 
ally to all the statements of all industries. There is a sharp dif- 
ferentiation between types of business which should call for 
variations in proportions and in factors of safety. 

In addition to the temperamental differences and the rapid 
or slow fluctuations in: basic value in inventories, we are also con- 
fronted with the very great difference in sales terms as between 
industries. Some industries have adopted and developed the 
practise of selling on thirty days net. In others it is two per cent, 
discount for cash within ten days or thirty or sixty or ninety days 
net. Some industries may sell on four months' terms and as we 
get into the foreign markets we may find industries selling on 
even longer terms. 

We also find cases where postponed dates are granted and 
then liberal terms. In passing, the fact that commitments for 
future delivery do not always appear on the statement should be 
emphasized. The wary credit man will look out for such possible 
commitments and analyze their effect on the statement. 

Variation in sales terms, even where lived up to, actually 
makes a vast difference in the amount of business that will have 
to be carried as accounts receivable and the lengthening out of 
the sales terms will make a different strain in the borrowing that 
will be required in order to finance these accounts. They will 
also affect materially, the proportions as between inventory and 
accounts. Many other matters of a secondary nature while rea- 
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sonably wniform within an industry will sharply differentiate 
that industry from other industries. 

Tills suggests the necessity for studying business not alone 
by individual comparison with successive statements of the same 
separate industry, but for the study of the proportions individ- 
ually in comparison with typical figures of the entire industry. 
By this it is meant that to understand whether or not the figures 
of an individual business demonstrate a normal or average con- 
dition it is essential to establish, from the study of a large number 
of statements of that particular industry, what the normal or 
average proportion actually is. From such a study it is possible 
to develop for the credit grantor what the proportions are from 
an actual standpoint. For each credit man to do this would 
require a considerable and a keen credit application, perhaps 
beyond the time allowable in the ordinary pressure of business in 
most cases. It is, however, possible to prepare a study indicating 
what the actual figures from a whole industry demonstrate the 
condition actually to be and to establish thereby a reasonable 
normal. 

GEOGRAPHIC AND ECONOMIC VARIATIONS 

It has been argued above that it is not correct or good judg- 
ment to accept any set ratio and to use it as a standard for all 
types of statements. This is not carrying the analysis of condi- 
tions sufficiently far. A differentiation was made as between 
the millinery business and the wholesale hardware business and 
the temperamental characteristics indicated the advisability of 
different proportions as the credit standing measure basis for the 
two different industries. The logic of this seems rather elemental 
and hardly possible of controversy. 

But while it would not be logical to prepare what might be a 



;..,CoOglc 



TYPE ANALYSIS 173 

typical set or a normal set of figures for the hardware business 
and use it for a measure or a background irf analyzing a millinery 
statement it is hardly any more logical to establish a universal 
figure, even within a line of business and attempt to use it as a 
measure against which to estimate the condition of individual 
industries in different parts of the country. 

The problem of transportation, in the securing of raw mate- 
rial for merchandise in Texas, is quite different from acquiring 
the same identical merchandise in New England or Oregon. 
Likewise, the method of delivery of merchandise in a closely pop- 
ulated territory within a short radius from the point of distribu- 
tion may be quite different from the problem of distributing the 
same merchandise in a sparsely settled territory in which the 
radius of destination from the source of supply is considerably 
larger. These different transportation problems in themselves 
will have a material effect in the time of delivery and in the con- 
sequent size of the inventory, the arrival of the inventory at the 
selling point, etc., etc. 

Likewise the difference in economic conditions and the types 
of industry centered in a locality, etc., will have a very consider- 
able bearing upon the sales methods, collection methods, etc., in 
different parts of the country. The condition of the labor mar- 
ket, contentration or de-centralization in population, the catering 
to factory trade or to society customers, etc., etc., will likewise 
very easily affect the requirements for maintaining a proper in- 
ventory and determining what the proper inventory is and at the 
same time will vitally affect collection periods. 

Likewise, territories in which sales terms have to be reg- 
ulated by crop conditions and times of maturity of crops, etc., will 
very vitally affect business methods in some of the basic principles 
controlling sales terms and inventory requirements. Such things 
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as too great rainfall or absence of sufficient moisture in the effect 
that these conditions will have on crops and ability of payment 
will locally affect conditions that would not be evidenced in 
figures for the country at large. 

All of this suggests that in the normal figures used in the 
preparation of an indicator or measure concerning what is and' 
what is not normal in different lines of business, should be sub- 
divided on a sectional basis so that normals for different localities 
may likewise be developed. The actual method of developing 
these normal figures is a process of business statistics that in itself ■ 
comprises a sufficiently complicated and detailed matter to make 
it advisable to discuss it in a separate and distinct chapter. 

In the investigations which the writer has conducted he has 
y established an artificial division of the cpuntry based on his own 
judgment of reasonable combinations of states so as to provide 
sectional territories sufficiently compact or sufficiently similar so 
that the compilation of local figures within these sectional lines 
may produce normals that will be worth while and against which 
.- individual statements may be estimated. These divisions, while 
perhaps subject to alteration in different lines of trade, are suf- 
ficiently general that they have, by themselves, indicated fluc- 
tuations of proportions when studies have been made by groups 
of statements within thetn. The sections are as indicated on the 
accompanying map. 

Based on an analysis of nearly one thousand statements, 
approximating December 31, 1918, the writer prepared a report, 
covering this theory, for the Federal Reserve Board. While the 
proportions then existing are of course now out of date they 
might be of interest from an historical standpoint. Together with 
the argument they were published in the March, 1919, Bulletin of 
the federal Reserve Board. 
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AN INCIDENTAL TEST 

A testing of this theory of statement analysis was made pos- 
sible shortly after- this report had been compiled. As it substan- 
tiates the theory in the mind of the writer and because it was an 
actual case the main points may be worth repeating in the shape 
of a story. The hne of business, etc., is of course not given nor 
the name of the company or even its location for perfectly obvious 
reasons. 

A request for a checking on a local name was received by the 
author from a fellow bank man. This was not a customer name 
and no file worth mentioning was in the department. As the 
inquiry was from a personal friend who operated under a code 
of ethics, mentioned at another place in this book, the author felt 
inclined to make more than the ordinary effort in developing a 
satisfactory supply. He therefore telephraied the executive head 
of that particular business and asked for a copy of the latest state- 
ment. He explained that he wanted to use the figures in prepar- 
ing a report on the standing of the house in support of the name 
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in the open market. The executive said he would gladly furnish 
figrires and did better than this by bringing them into the office 
himself. 

As originally presented these figures did not include the 
item of sales. The executive was a bit charry about giving out 
these sales figures saying it was contrary to the policy of his ■ 
business. He asked, however, how they were to be used. The 
writer then, to make a convert to this type of analysis, took a 
sufficient amount of time to explain the meaning and develop- 
ment of the various ratios. The executive, being interested and 
curious, offered to submit his figures on sales if he could see the 
full results of the analysis. 

The whole of the eight ratios were then develc^d, after 
making the original spread on the comparative bulk analysis sheet. 
These indicated a mixed condition. The important ratios, an- 
alyzed in their relation to the normals indicated: 

1, Current Ratio — Somewhat but not alarmingly low 

2. Receivables — Merchandise — Very low ' 

3- Sales to Receivables — Somewhat higher than the normal 

4. Sales to Merchandise-Considerably below the normal 

5. Sales to Worth — About normal- 

6. Debt to Worth— High 

7. Worth to Fixed— About normal 

8. Sales to Fixed Assets — About normal 

The Current Ratio (i) and the Debt to Worth Ratio (6) 
while out of line were not so greatly dislocated as to invite more 
than a passing criticism and would probably have gone by but for 
other exceptions. 

The Sales to Worth (5), Net Worth to Fixed {7) and Sales 
to Fixed Assets (8) were about normal and therefore drew little 
attention. The Sales to Receivables (3) was quite a little above 
normal, suggesting short terms and prompt collections. In fact 
this was so good as to be retroactive in the analysis of the whole 
condition. 
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The criticism focused at once on the ratio of Sales to Mer- 
chandise (4) which was considerably below normal. This super- 
abundance of inventory, this indicated, was further suggested by 
the low ratio of Receivables to Merchandise (2). The writer 
• formed the opinion that the higher debt and lower current ratio 
were related to a greater than normal amount of inventory. He 
further decided that the dislocation was not more apparent be- 
cause sales terms had in some way been shortened and the norma! 
period of carrying accounts lessened to a considerable extent 
thereby. This, if true, would tend to offset the condition created 
by the larger inventory by removing, to a certain extent, the 
usual borrowing necessary to carry accounts. This would reduce 
current assets and debts on an equal proportion and tend to raise 
the ratio. 

As a result of the whole condition the writer formed the 
opinion that the subject was speculating in inventory and sug- 
gested this to the executive. This accusation was promptly de- 
nied. But some judicious questioning brought out the fact that 
there had been such speculation. The executive admitted that in 
certain articles he had expected a severe shortage, due to govern- 
ment demands for war purposes. Based on this opinion he had 
purchased and had in stock enough merchandise for two and in 
some instances two and a half years' normal sale consumption. 
He further stated that he was cashing in on this judgment, and 
was making a very substantial extra profit. 

As a result of this analysis and the final full and frank 
explanation the name was checked as good but with this reserva- 
tion, that. the company had a tendency to speculate in its inven- 
tory. At tliat time the name was good because the executives had 
guessed correctly. But at any future time a creditor would have 
to be fully informed concerning the then condition of the 
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inventory in its relation to normality and the condition of the 
market. Such a company might easily get into a position of 
jeopardy in a period of falling prices, so that the general condition 
of the times plays an important part in analyzing such a risk. 

The current ratio method of analysis would not have dis- 
closed this condition, at least not with the clarity and distinctive- 
ness that the multiple ratio method did, 

WHAT IS MERCHANDISE SPECULATION ? 

Speculation in inventory consists in the purchasing of such a 
quantity of merchandise as will not be consumed by normal sales 
within a reasonable period. In staple lines this may be one year. 
In special lines this may be a selling season of six or even three 
months. When it becomes necessary to exceed the normal period 
to dispose of the stock then the merchant is abnonnally subject 
to the jeopardy of falling prices and is in reality speculating for 
a rise. If a fall in price occurs he suffers a bad loss, which may 
be disastrous. 
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CHAPTER XI 
Construction of a Barometric 

A BAaoMETRic represents in this discussion not an ideal fig- 
ure for any one of the several ratios. It is a figure that may be 
developed, under the theory of the law of averages, rq)resenting 
not the arithmetical average of the different items under consid- 
eration, but a more normal average or rather a normal point of 
concentration for any one of the various ratios. Such a baromet- 
ric must be a figure that will be accommodated to different lines 
or types of business as advanced in the discussion on Type Anal- 
ysis. A comparison as between the barometrics, so far produced, 
for different types of business as a matter of actual fact does dis- 
close considerable variation in one or more of the ratios for the 
different lines of business. The ratio in which there is the least 
variation and the closest approximation by each individual 
statement to the normal is the current ratio. This closer approx- 
imation is undoubtedly due to the fact that the two for one 
current ratio standard developed in bulk or comparative statement 
analysis has been something aimed at to the neglect of the other 
and much less non-used ratios. The fact that this particular 
ratio has been more or less forced into a normality, approxi- 
mating two hundred per cent., is an argument in favor of the fact 
that the determination and adoption by any considerable propor- 
tion of credit grantors of a standard will compel debtors to 
regulate their affairs so that their figures will approximate the 
demands deemed nonnal to the establishment of good credit 
standing. 

179 
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The barometric must also accoininodate itself to sectional 
variations within types of business as has been discussed under 
the heading of Type Analysis. The writer has, to his own satis- 
faction at least, demonstrated that there is a variation in propor- 
tions in sections or on a sectional basis within a certain line of 
business. The first public announcement of the theories of this 
type of analysis and the argument in favor of a proportion of a 
barometric appeared in the report, mentioned in a previous chap- 
ter, prepared by the writer under the heading "Credit Barome- 
frics" for the Federal Reserve Board at Washington and 
published in detail together with the tables, as the study at that 
time disclosed them to be, in the Federal Reserve Bulletin for 
March, 1919, beginning page 229 of that bulletin. This study 
covered an examination of 981 statements in a very considerable 
group of industries and was worked out on a national and a sec- 
tional basis. The tables indicated beyond a question that varying ■ 
proportions were present not only as between industries but as 
between sections. 

The barometric study should in itself be comjarative so that 
the ratios developed for types of industry and for sections may be 
compared in successive years or periods and thereby indicate 
tendencies in whole lines of business both national and by sec- 
tions. This kind of study will indicate the variations as between 
periods and at present can normally be developed only on a yearly 
basis. As we began to approach the peak of high prices it became 
somewhat prevalent for credit grantors to secure semi-annual 
statements from debtors and it is not at all unlikely that, as the 
developments of the method of keeping a running inventory 
progress, these semi-annual statements will become much more 
prevalent. If this ever achieves the distinction of being a common 
practise barometrics will be possible of development on a senu- 
annual basis. 
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While the development of a series of barometric studies is 1 
primarily the function of some centrally organized office which 
has access to a large variety of statements from a large variety of 
lines, still it is possible for the individual credit man selling only 
one line of trade, if his field of action be large enough, to estab- 
lish his own independent barometric on his own customers. 
Even if the volume of statements which comes to his desk is not 
sufficient to develop a stabilized barometric the comWnation 
study along barometric lines will do very much to illuminate him 
concerning the trend of his customers as a whole and to determine 
whether or not the individual is following the same trend. - 1 

PRELIMINARY PROCESSES IN DEVELOPING A BAROMETRIC 

The first part of the mechanical process in develc^ing a 
barometric is to secure a proper form from which to make the 
compilation. This consists, first of all, in designing a form to 
which the individual statement may be transferred in the essential 
items that are necessary to prepare the ratios which have been 
discussed. This is necessary for the sake of uniformity. The 
various individual statements are often reproduced In widely 
varying forms. In preparing the material for his report to the 
Federal Reserve Board and in his subsequent activities in this 
field, the writer has used a form similar to that reproduced 
on page 182. 

This form carries, first of all, the name of the subject. 
Then the business and the state in which the debtor is located. 
As a memorandum for the compiling of the barometric a place is 
left for the gec^aphic section in which the debtor is located and 
a code notation of the type of business. These last two notations 
are entered by numerical code and are placed upon the card so as 
to facilitate sorting, both as to type of business and as to location 
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within section. Following these, are various columns in which 
the date of the statement is entered, the total of the current as- 
sets, the total of the current liabilities, the total debt which 
includes both current and funded debt, the total of the accounts 
and bills receivable, the total of the merchandise inventory, the 
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total of the non-current assets, the total of the net worth, and 
the annual sales. With the entering of these amounts upon this 
individual slip the process of compilation begins. 

The first operation is to reduce each statement to the eight 
ratios as described in the chapters on static and velocity ratios. 
This can be done by one of several methods. The division neces- 
sary to determine the ratio may be done by ordinary long divi- 
sion. It may be done by the use of a logarithm table supple- 
mented for convenience by the use of a special sheet for the figur- 
ing of the logarithm, etc, as per the sample herewith printed. It 
may be figured by the use of a slide rule or it may be figured by 
the use of one of several varieties of computing machines. 

The following sheet will be found of considerable assistance 
if using a logarithm table. The numbers will be placed in the 
Spaces under each heading. The logarithms in the second column 
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and the result in the third column. This sheet is designed to be 
used with a seven place table. 

The time consumed in this operation, to figure all eight 
ratios, should be about seven minutes by logarithm, three and one- 
half m inutes by computing, machine, less than t ^-o minute s by 
slide ryle and considerably longer by long division. The writer 
has regularly used logarithms and computing machine. Either of 
these methods can be taught to a reasonably intelligent clerk or 
stenographer in l e_ss than hal f a n hou r and such clerk should be 
able to reach the speed mentioned Within a period of two weeks. 
The use of the logarithm tables was more closely explained in his 
book. The Banker's Credit Matiual. Any instructor in mathemat- 
ics, or engineer, can explain the use of this table completely ibr 
this purpose in a few moments. 

The result of tliese computations is entered on the back of 
this sheet as indicated by the following scale, under successive 
dates. 

Current Ratio Date Date* Date 

Rec.-Mdse. .... .... 

Worth-Fixed 

Sales-Rec .... .... 

Sates-Mdse 

Sates-Worth 

Debt-Worth 

Sales-Fixed .... .... 

Having prepared our basic informatics in this manner the 

actual determination of the point of location of the barometric 

may be begun. In order to do this satisfactorily it is advisable 

to secure a columnar sheet such as is sometimes used for a trial 

balance book, although the loose sheet is better than the bound 

volume, and to designate at the top of the columns reasonable 

variations as between percentages, A separate sheet is, of course, 

used for each ratio. A reduced copy of this sheet as used by the 

writer in his experiments is herewith reproduced. (Page 187.) 
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It should be iiolcil ill this coniR-clion that the first column 
of the sheet covering the current ratio is headed one hundred and 
twenty per cent., that the second column is headed one hundred 
and thirty per cent., the third one hundred and forty per cent, and 
so on up to the maximum adopted in the general study. This is 
a division of ten per cent, as between columns. 

On the receivables to merchandise ratio the first column is 
headed ten per cent., the second, twenty, and the divisions as 
represented by the columns running up to the maximum ratio 
splits at every ten points. In the ratio of worth to fixed assets the 
divisions are made at fifty-point intervals. The same applies to 
the sales ratio in each instance. The ratio of debt to net worth is 
divided in the columns at twenty-point intervals. If enough 
statements are available smaller variations in columns are advis- 
able. The specimen sheets herewith reproduced in miniature 
display how these divisions would look on a columnar sheet. 

The next process is to take the computation sheets upon 
which the actual ratios have been entered for the individual state- 
ments and to enter the figures for each ratio under the column 
on the particular sheet within which they would logically fall. 
This means, for example, that every current ratio in excess of 
two hundred per cent, and below two hundred and ten per 
cent, should be entered in the column headed two hundred. 
Every current ratio in excess of two hundred and ten per cent. 
and below two hundred and thirty per cent, should be entered in 
the column headed two hundred and twenty. The same reason- 
ing follows for all of the ratios on every sheet. When these 
ratios have been thus entered the sheets will indicate a more or 
less concentration and it is with this concentration that we are 
particularly interested in the establishment of a normal. 

The writer has generally considered, in connection with the 
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current ratio, that a ratio below one hundred and twenty per cent, 
or above three hundred per cent, indicated an excessively abnor- 
mal condition and all statements falling either above or below 
these amounts have had their ratios entered under a column 
headed abnormal. The establishment of the abnormal proportion 
is a matter of chcMce and discretion to some extent. In the re- 
ceivables to merchandise ratio the range was from twenty per 
cent, to one hundred ; in worth to fixed from two hundred to 
seven hundred; in sales and receivables from four hundred to 
one thousand; in sales to merchandise from two hundred to six 
hundred; in sales to worth from one hundred and fifty to five 
hundred ; in debt to worth from twenty to one hundred. 

For clarity's sake a full set of these, sheets is offered as a 
sample. The figures are the result of an analysis of actual state- 
ments and the arrival at the barometric figure is therefore exactly 
as developed by the writer In his regular course of analysis. To 
a greater or less extent this work is still in the experimental stage 
r and the whole process has been labeled credit chemistry because 
it is a first attempt to take apart the component parts of the finan- 
cial statements and establish the normality of their relations with 
one another. As more statements come within the field of this 
development it will become increasingly possible to establish more 
accurate barometrics covering more lines of business. So far 
the work has been experimental and while strongly indicative is 
not as yet completely comprehensiv*. 
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CURRENT RATIO 

After the figures have been entered on the assembly sheet it 
becomes fairly evident that the greatest concentration of 
ratios centers in the column headed 200. — If we take the 
average of this column we get a mode. The average is. . 205 

The middle figure, taking all the ratios into consideration 
including the high column, would be the medium. This fig- 
ure will add weight for the number of statements that show 
abnormally high, or low, because its location be raised or low- 
ered in the scale of the active ratios depending as to whether 
or not the mass of abnormal figures falls in the high or low 
margin. In this study the median is the 76th ratio in point 
of size and Is marked on the scale by a star 210. 

There is a considerable grouping of ratios in the columns 
from 210 to 250. Normally a considerable number of state- 
ments may be expected then to fall in this column. To give 
proper weight to this expectancy it becomes proper to take 
an average of these figures representing as they do approxi- 
mately 35 per cent, of the whole group. This average has 
been labeled the High Average and equals 232. 

There is a similar grouping between the columns 140 and 
190. These figures represent somethir^ more than a third 
of all the test figures and so any normal should be weighed 
so as to be accommodated to include them. The average of 
these columns is called Low Average and is in percentage 
equal to 175. 

Total 822 

Average 205- 

The average of these four figures is used as a barometric. 
It gives equal weight to the point of concentration, the high 
average, the low average and the median figure, which in itself 
accommodates itself to the number of abnormally high or low 
ratios that are evidently so abnormal. 

In using this scale then we should secure the current ratio of 
the individual statement. If it is approximately 205 per cent, 
then that statement may be considered reasonably normal in this 
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particular ratio. If above this amount it is proportionally 
stronger in the current ratio aspect. If it falls below 205 per 
cent, and as it approaches 175 per cent., or falls below It, it should 
be viewed with suspicion as being weaker than normal and the 
other element of the risk must assume a more important part and 
be stronger than normal to sustain the strength of the credit. 
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CHAPTER XII 
A Critical Analysis 

An example of the ratio method of statement analysis is 
perhaps the best method of emphasizing the internal or ratio 
method of statement analysis. We can not do this on the basis of 
the barometric figures because such figures as far as they have so 
far been prepared, are not yet open for public display. Perhaps 
for the purpose of our present work this is just as well for the 
method can be applied quite as well to a single company in the 
examination of its statement over a number of years. The fact 
that no comparison to barometric figures will be made will then 
limit our deductions to what can be shown within the affairs of 
one concern by reading its statement closely and carefully. 

This chapter and the one following will be fairly short in 
physical number of words used and space covered, but they are 
the epitome of the thought and the very brevity is important. 
This chapter will present an example, in the nature of a series of 
statements, for a hypothetical name based on an approximately 
true statement. These will be critically analyzed from the dissec- 
tion standpoint. The succeeding chapter will take the same state- 
ments, or rather the last of the series, and by constructive anal- 
ysis, based on the same theories of ratio studies, attempt to throw 
into relief the readjustments necessary to the betterment of the 
condition and a return to proportions necessary to maintain a 
proper credit standing and balance. For the sake of brevity dol- 
lars and cents have been omitted and the various kinds of assets, 
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liabilities, etc., reduced to the minimum. The figures in other 
words have been skeletonized as far as possible to make the men- 
tal handling of them as the text is being read easy. 

HYPOTHETICAL STATEMENTS 

Assets 

{000 — omitted) 

, Date\. 7/31/16 ?/3l/i7 7/3i/i8 7/3iA9 7/3i/a> 

Cash ..\. 31 49 /, 32 40 61 

Keceivablei 443 541 ' 736 fei 980 

Werchandis*. 425 7Z^ 703 861 1354 

Government Bonds 10 19 40 

Current AssetsV 899 , 1361 1471 154' 2435 

Fixed Assets — \. 277 281 281 391 334 

Total .,. 11;* 1642 1753 1832 2769 

Liabilities 

Bills Payable 300 600 600 650 looo 

Accts. Payable 121 217 196 125 523 

Taxes, Etc 31 37 

Current Liabilities 421 817 796 806 1562 

Mlgs. Etc. 90 90 90 90 90 

TfltaLDebt 5" 907 886 "•^,896 1652 

Reserves 8 8 8 Mo i 

Net Worth 657 727 858 926 1116 

Total 1 176 1642 1752 1832 2769 

Sales 1754 2589 3798 4101 5500 

This would be about the display in the case of ordinary com- 
parative analysis with the addition of the current ratio which 
would ordinarily appear at the bottcan together with the sales as a 
memorandum. Probably the merchandise item would have been 
divided into the three subdivisions of raw material, semi-finished, 
and finished goods. The receivables would have been divided 
into notes receivable and accounts receivable. In the item of fixed 
assets the various kinds of fixed assets would have been shown 
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and perhaps other details or subdivision of figures. But for our 
present use these figures and this grouping are sufficient for our 
needs. 

Before passing to a consideration of the ratio it may be well 
to note very casually that the net worth shows a very consistent 
growth. The first period it shows an increase of $70,000, the 
second period of $i3i,ooOj the third period of $^,00o, and as 
between the last two statements, in the fourth period, an increase 
of $190,000. At first glance we would presume that the subject 
was making substantial profits and hence must be progressing 
satisfactorily and if anything becoming a better risk right along. 
The volume of business transacted is also sharply advancing. 
The increases in the four periods, between the five statements, 
being as follows, — $835,000, $719,000, $303,000, $1,399,000. 
From these figures it seems evident that the company is rapidly 
expanding its field through increased volume and as this is accom- 
panied by substantial increases In net worth this must have been 
profitable. We therefore have a first picture seemingly, from 
the bulk figures, representing a growing concern transacting its 
business at a substantial profit, — a good risk. 

. THE RATIOS 

Now, therefore, after this cursory bulk test reading let us 
turn to the closer analysis of the ratio method and see if all is 
still "well in Denmark." These ratios are the same as just de- 
scribed in the chapters on the Static and Velocity Ratios. As the 
method of their physical development was there discussed no 
mention is made of it here and the ratios are simply set down 
in tabular forms for analytical use. The current ratio was not 
put before us when we were considering the bulk comparison 
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because it is also one, perhaps one of the principal ratios, in the 
ratio method of analysis and is therefore presented here. 

HYPOTHETICAL STATEMENT RATIO TABLE 

When reduced to the analysis ratio the figures just given 
produce the following sets of ratios, expressed in percentages. 

Date 7/31/16 7/31/17 7/31/187/31/19 7/31/20/ 

Current Ratio 213.53 166.58 184.79 I9i-i9 155.88-' 

Receivables to Merchandise 104.23 70.16 103.26 72,12 72.37 

Worth to Fixed Assets 237.i8 258.71 305-33 318.21 334.13 

Sales to Receivables 395-93 478.S5 523-14 660.38 ' 561.22 

Sales to Merchandise 412.70 335.79 S40.25 476.30 406.20 

Sales to Net Worth 266.97 356.12 442.65 442.86 '492.83 

Debt, to Net Worth 77.77 124.75 103.26 96.76 148.02 

Sales to Fixed Assets 633.21 921.35 1351.60 1409.27 1646.76 

Lacking a barometric or normal figure for this particular 

type of husiness, another study can be made that will be indicative 

of the progress or retrogression of the business. This we might 

call a stabilized set of ratios averaging the ratios above shown. 

The process would be to add the current ratio, for example, for 

7-31-16 and 7-31-17. divide by two and get the average. 

In 1918 one would add 7-31-16, 7-31-17, 7-31-18 and divide 

by three. In 1919 add four sets and divide by four, and in 1920 

by five. Such a table would give an average over a series of 

years and create a stable or averaged set of ratios. This table 

would show as follows : 

Date of Cumulative Av. ...7/31/17(2) 7/3i/i8 (3) 7/3i/i9 (4) 7/31/20(5) 

Current Ratio 190.05 188.30 189.02 i8%a9 

Receivable to Merchandise 87.19 92.55 87.44 84-43 

Worth to Fixed Assets 247.94 267.07 279-85 290.71 

Sales to Receivables 437.24 465.87 5i4-5o 523-84 

Sales to Merchandise 374-24 429.58 441.26 434.25 

Sales to Net Worth 3ii-54 355-24 377-15 400.28 

Debt to Net Worth 101.26 101.92 100.63 iio.ii 

Sales to Fixed Assets 777-28 968.72 1078.85 1192.43 

While this second table is not perhaps a vital necessity, it is . 
illuminating in that the ratios do not fluctuate so rapidly as over 
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a short period. One dislocated condition changes the average 
but the longer the period the less would one year's variation af- 
fect the average. The effect is one of stabilization In the ratios 
and produces a background of considerable value in a close anal- 
ysis from the deepei standpoint It is not suggested that this 
table be set up for every name, but it is suggested that it can well 
be used to measure up a risk that is in question. It is perhaps of 
greater value in the constructive analysis that will be the subject 
of our next chapter. It is introduced here so that all the tables 
in connection with this example may be together. 

THE CRITICAL ANALYSIS 

The first point that will be noted in this analysis of this 
statement is the lowjutrent ratio. This is because most credit 
analysts are trained in the use of this ratio and look first to it. 
It is undoubtedly true that the current ratio has fallen mightily as 
between the last two statements and that it is well below the ac- 
cepted two hundred per cent, standard so generally accepted as 
a final measure. The trouble is, however, that while this is a 
condition indicating dislocation Its acceptance does not disclose 
the causes arid the other underlying difficulties and troubles. 

That this change for the worse in the current ratio is basic 
is evidenced by the receivables to merchandise ratio which is ap- " 
proximately even with the same ratio of the next to the last state- 
ment. "This indicates that the fall in the current ratio was not 
due to a return to a more basic condition, more nearly approach- 
ing cost and eliminating the profits discussed in the development 
of this theory as handled in the chapter on Static Ratios. 
Receivables and merchandise are in about the same proportion 
and hence have increased along parallel lines. There Is as big a 
proportion of profits figures on the assets side of the statement 
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as in the preceding year, hence this fall was not due to the greater 
elimination of profits in the ratio in proportion to cost items as 
would Iiave been the case if the amount of receivables had de- 
clined in its proportion to merchandise. This suggests that there 
is a fundamental trouble present and not simply one of form. Of 
course the thing to do is to carry the analysis further and 
endeavor to locate this trouble. 

The fact that the debt ratio has shpwn a tremendous increase 
over fifty per cent., indicates that the company has had to borrow 
muc h more heavily than usualw There can only be one_logical 
reason for this and that lies in the proportional liquidity of its 
current asset s. If the assets, called liquid, had been truly as 
liquid in the last period as in the period next before the last, the 
liquidity would have sustained the business and hence provided 
it largely with funds and kept down the increased borrowing.' 
The company has gone on increasing the volume of its business, 
raising it from $4,101,000 to $5,500,000, an increase of 
$1,399,000 or roughly thirty per cent. To do this it has had to 
place itself in a position where its creditors have advanced 
$148.02 to be used by the business for every $100.00 represented 
by stockholders' funds. Thus out of $248.02 of funds being used 
$148.02 or approximately sixty per cent, is ovraed, controlled and 
regulated by its creditors. They are nearly fifty per cent, more 
interested in the success of the venture than the owners as in an 
absolute failure they, as a class will lose $48.02 more than the 
owners of the assets proved worthless. Moreover this debt ratio 
is very greatly in excess of the cumulative average of 110.11 per 
cent, besides being far larger than any individual year for the 
five-year period. 

We also find this supposition of undue expansion further 
emphasized by the steady increase in the relation of sales to net 
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worth. This ratio has jumped fifty points or nearly twelve per 
cent, in the past year and is 92.55 points higher than the cumula- 
tive average of this ratio which stands at 400.28 per cent. This _ 
might indicate, and in the mind of the writer would indicate, that 
the company was afflicted with the disease of over-optimism and 
expansion, without due regard to true economic proportions. The 
condition, reduced thus by ratios to a study of proportions, looks 
like one in which salesmanship may have run away from exec- 
utive poise and volume have become the key-word in the plan of 
operation. Volume is a good thing if kept within bounds but 
volume at the sacrifice of liquidity and proportion can be a serious 
drawback. The difference between the assets and the liabilities 
is the margin for shrinkage in liqiiidation that protects the cred- 
itors. Greatly increased volume can only be sustained econom- 
ically and justly if the margin remains somewhere intact and pro- 
portionate. We have seen that the debt ratio, measuring this 
relation of creditor's risk to the margin, has not remained in pro- 
portion. Therefore this expansion policy can only be justified if 
the liquidity of the assets is strictly maintained. If this increased 
activity is secured by an inordinate use of borrowed funds, the 
protection of the creditor rests in the maintenance of a high 
degree of liquidity. 

We turn, therefore, to the ratios testing the liquidity of the 
main current assets, the ratio of sales to receivables and the ratio 
of sales to merchandise. These should be separately considered 
to see if their liquidity is high, because it would be paradoxical 
to have it so with a high debt, and still if it should be so this 
might vitiate the criticism so far developed. 

A study of the sales to receivables ratio indicates that dur- 
ing the first four statements, there was a steadily rising liquidity 
in the receivables. This increase was marked as of 7/31/19 
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reaching a figtire that indicated sales of more than $660.00 for 
every $100.00 outstanding on the statement date. But this in- 
creasing, liquidity has been arrested and on 7/31/20 the sales 
amounted to only $561.22 for every $100.00 in outstandings. 
This is a decrease of about $99.00 in volume for every $100.00 
outstanding or about one whole collection annually. This is a 
very marked slowing up and a comparative loss in liquidity. 

It is true that the liquidity ratio of sales to receivables is still 
above the average for the five statements, but it is not even ap- 
proximately as high above the average as it was on ^/3i/i9- 
The following comparison is illuminating in this connection. 

Sales to Receivables Ratio 7/31/19 7/31/20 

Individual Statement 66o.387d 561.22% 

Cumulative Average ' 514.50% 523.84% 

Margin i4S-88% 37-38% 

Decrease in margin as of 7/31/20 108.50 points or approx- 
imately 75 per cent, of the margin of 7/31/19. 

The important thing to consider then is that as between 
7/31/19 and 7/31/20 there has been a marked falling off in 
the liquidity of the receivables when measured in their proportion 
to the volume of business. This means that there should have 
been less receivables at the statement date to maintain the pro- 
portion. This in turn means that the increase in amount, in 
dollars, of the receivables has been greater than it should be. 
This increase has been from $621,000 to $980,000 or $359,000. 
The inference is clear,— of the receivables there must be a consid- 
erable amount that is slow, frozen if you will, and not a liquid 
asset in the true and immediate sense of the word. 

This condition is the more serious if we take into considera- 
tion the condition of the times at the first part of 1920. Any 
student of economics, as applied practically to business, must have 
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known that we were at least rapidly reaching the crisis of the 
turning point of high prices. The readjustment period was so 
plainly in sight that the danger signals were all set and the 
warning posted. Therefore any decrease in liquidity should have 
been jealously guarded against. An excuse may be offered that 
this condition was not realized until the time the statement was 
compiled. This may be so, but if the monthly study of sales and 
receivables had been kept as suggested in another chapter in this 
work, the dislocation would have been noticed earlier. 

The second item whose liquidity is of the primest importance 
is the merchandise inventory item. Even in the bulk analysis it 
seems large, being almost sixty per cent, greater than the pre- 
ceding year. Its bulk alone has the look of topheaviness. But 
the underlying weakness of the situation is far clearer when we 
examine the sales to merchandise ratio. The percentage here has 
fallen off very substantially, 70.10 points or 14.71 percent of the 
condition as indicated in 1919. 

In spite of this slowing down of inventory turnover the 
company in question has seen fit to increase its inventory frwn 
$861,000 to $1,354,000 or 57.25 per cent. The increase the year 
before was about half of this amount while the year before that 
there had been an actual decrease. This present condition looks 
very much like the disease that developed during the war period 
and reached its height in the hectic extravagance and foolish buy- 
ing that resulted from the war wage reckless spending. The 
scramble for more business, always more business, with a loss of 
the sense of proportion as to the basis on which that business was 
being done. The one controlling impulse was, to paraphrase on a 
Liberty Bond slogan, "Borrow and Sell." "Will-o'-wisp" eco- 
nomics that saw in increased turnovers increased profits, forget- 
ting that all engines should have some safety-valve, have led 
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many businesses into deep waters. Firm foundations are more 
lasting than sky-scrapers built of stucco. Firm foundations are 
correct proportions as between debts and owned capital, mer- 
chandise and sales, sales and net worth. When these proportions 
are dislocated the only remedy is a plaster cast to hold the muscles 
and ligaments steady until they knit into place again. 

SPECIFIC DEDUCTIONS 

Current Ratio, Debt Ratio : — The first is too low because 
the second is too high because the company has tried to do too 
much business for its own capitalization, relying too greatly on 
borrowed funds. 

Sales to Merchandise Ratio : — The company's position indi- 
cates that it did not foresee the jam and buyers' strike and gam- 
bled once too often on securing another turnover in the hope of 
a substantial profit. It is the story of the pitcher and the well. 
They are caught in a moribund market with a topheavy stock of 
goods, more than equal to their net worth and turning so slowly 
as to be dangerous. This slowing up of merchandising became 
slightly evident in 1919 although not accompanied by the great 
abnormal debt. The turnover then, while lower than in 1918, 
was above the average for the four years of 1916, 1917, 1918 and 
1919. But the company failed to read the signs and bought more 
merchandise at the end of a rising price period and was caught in 
the slack. 

Sales to Receivables Ratio : — The very sharp break oft in 
this proportion suggests, when read together with the physical 
receivables total of $980,000, that there may be considerable 
amount of notes receivable in the mixture and that these may 
represent frozen assets in place of liquid. An examination of this 
in detail would have been suggested to the analyst using this 
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ratio method. He might have uncovered a nice smug contingent 
liability in "Notes Receivable Rediscounted." He might have 
found that the over-optimism of the subject had led into chasing 
the rainbow of acceptances in international trade. In any event 
the rigidity expressed in the falling of this ratio emphasizes the 
current ratio decline, the futility of volume that does not produce 
cash to pay topheavy debt assumed to create volume that has sim- 
ply produced a stagnant inventory. 

The risk is so evidently muscle-bound in over-inventory, so 
sluggish of circulation in collection that in a real analysis, in spite 
of a confident belief in the so-called moral risk, a serious condi- 
tion presents itself that needs to be faced. The condition is one 
of serious stagnation and possible dissolution. The other ele- 
ments, however, on actual past performance may have been good 
and based on this and by the analytical application of the ratio 
theories in reconstructive analysis the way out will be planned. 
But this is a story of optimism and so should go in the next 
chapter. 
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CHAPTER XIII 
A Constructive Analysis 

An analysis that simply tears down to protect a creditor In-i 
prompting him to refuse a loan is only half an analysis. The real 
field of the true credit man is, as has already been said, not only 
to reject bad loans or credits but to discover necessary readjust- 
ments and determine the proper way out of the difficulty. As 
every correction of a condition may be brought about in several 
ways no general panacea can be offered for sick credit risks. In J 
this chapter, which must be short in its very essentials, the writer 
will endeavor to suggest certain ways of considering the figures 
discussed in the last chapter in the light of readjustment so as to 
make a presentable showing. Whether this complete readjust- 
ment is possible or not is of course a question, but the writer be- 
lieves that as the extent of the readjustment, suggested as desir- 
able, is approached so will the strength of the risk be improved in 
about an equal proportion. 

The writer is going to assume that the so-called moral risk 
is satisfactory and that the dislocations appearing in the condition 
as of 7/31/20 are due to economic rather than ethical causes. 
The past record of the company will be supposed to show nor- 
mally sound judgment and a reasonable measuring up to the 
tests of previous critical conditions. 

The condition of tightness in which this subject finds itself 
has not been brought about by an inordinate tying up of liquid 
capital in fixed assets. This is clearly shown by the ratio of 
207 
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wortli to fixed assets, which has beon a inoiiiiting ratio each year. 
The company has produced more weaUh each year, and what is 
more essential left it in the business, than it has tied up from year 
to year, in proportion. In 1916 the company had only $237.18 of 
net worth for every $roo,oo of non-current or fixed assets. This 
means that there was not a large margin for current use after the 
fix'ed assets had been paid for from invested funds. This ratio 
by 1920 had risen to $334,13 of net worth for every $100.00 tied 
up in fixed or non-current assets. This is an increase of about 
forty per cent, in this relationship. 

Furthermore the money thus invested is economically in- 
vested because for every $100.00 so tied up in 1916 the company 
had sales of $633.21 while in 1920 this had risen to $1,646.70, 
more than double the old volume proportionally. Therefore the 
problem must be attacked from a different angle than the possible 
too great conversion of liquid funds into a. fixed form of capital. 

Probably most analysts at this point would fall back on the 
current ratio but the writer for personal variations in method 
prefers to attack the problem from another angle. The propor- 
tion as between the actively used economic capital that is owned 
and borrowed is to him a more important matter in readjustment 
than is the current ratio. If one has a bad current ratio but a 
small proportional debt it should always be a better working out 
proposition in his opinion. But with an abnormal debt too great 
a risk is being taken by loaned rather than owned capital. There- 
fore the writer generally starts his revamping plans based on a 
study of the debt ratio. 

In this particular case the ratio of debt to net worth is T48.(^ 
per cent indicating $148.02 of debt for every $100.00 of net 
worth. This is not a normal statement debt for this type of risk. 
This ratio has had a tendency to be high for this company ever 
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since the beginning of this study except In 1916 when it was 
approximately normal, for this kind oif business. It has, however, 
averaged too high and the tendency has been to use far too great 
a proportion of borrowed money. 

THE STATEMENT 

The last statement of this company was as follows : 

Assets 7/31/20 

Cash $ 61,000 ■ — 

Receivables 980,000 

Merchandise i,3S4.o«> 

Government Bonds 40WO 

Fixed Assets 334,000 

Total $ sjGgjOOO 

Liabilities 7/3r/ao 

Bills Payable $ r/>00fl00 

Accts. Payable 52S,«o 

Taxes, etc 37.000 

Mtgs., etc 90,000 

Reserves 1,000 

Net Worth $ 1,116,000 

Total $ 2.76ci,ooo 

Sales $ S^oo/MW 

The ratios from this statement are as shown on the following 

table: 

Current Ratio 155^% 

Rec to Mdse. 72^7% 

Worth to Fixed Assets 334-i3% 

Sales to Receivables 561.22% 

Sales to Merchandise 406.20% 

Sales to Net Worth 492.83% 

Debt to Net Worth 148.02% 

Sales to Fixed Assets 1.646.70% 

While the average debt to net worth has run as high as 
110.1i per cent, a close analysis of the figures indicates that on 
7/31/16 with a debt of 77.77 per cent., the company seemed to 
show a fairly good proportion. Ever since that time it has had 
a tendency to expand on borrowed mcmey. This internal con- 
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dition coupled with some idea as to what should be normal sug- ^ 
gests to the writer the logic of selecting an eighty per cent, debt 
as about what might be allowed as a fair proportion of borrowed 
capital when compared to owned capital. If we admit this as a 
premise from which to construct this rebuilding we can then ■ 
figure what debt might be carried without arousing criticism by 
taking eighty per cent, of the net worth as shown : 

Present Net Worth $1,116,000 

Eighty per cent, of Net Worth 892,800 

This subtracted from the present debt will give the amount 
of contraction called for in a readjustment. 

Present Debt $1,652,000 

Eighty per cent. Basis 892,800 

Suggested Reduction $ 759.200 

There are but two main sources from which funds to effect 
this reduction may be secured. These are the receivables and the 
merchandise item. On the statement of 7/31/20 these appeared^ 
as follows; 

Receivables $ 980,000 

Merchandise $1,354,000 

Total $2,334,000 

If this amount be liquidated so as to produce $759,200 in 
cash, to be used to liquidate debt, the combined total of these two 
items would be $1,574,800. 

With a total of $1,574,800, as above mentioned, to be divided 
into receivables and merchandise again we must of course estab- 
lish a basis for the proportion of each. In the last statement the 
receivables were 72.37 per cent, of the merchandise. It stands to 
reason, however, that it would be far more difficult to force a 
decrease in the receivables than it would be to effect a reduction 
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in the merchandise. Collection on sharper terms is the only way 
to effect a reduction in receivables, merchandise however can be 
■sold at a reduction for rapid conversion, "ttence it seems- only 
tomrtion sense to establish a higher ratio as between receivables 
and merchandise, as temporarily allowable, and load a greater 
part of the reduction on the merchandise item than might be 
normal. For this argument the writer suggests a proportion of 
eighty per cent, as between receivables and merchandise. 

The mathematics of this means that if the receivables are 
to be eighty per cent, or four-fifths of the merchandise that the 
total amount of $1,574,800 must be divided into nine parts of 
which four will be receivables and five parts merchandise. 
When computed, and dropping parts of thousands, this will re- 
sult in the following scale. 

Receivables on an Approximate Eighty per cent. Basis $ 700,000 

Merchandise in Same Proportion 874,000 

Total Receivables and Merchandise $1,574,000 

With this adjustment and division of the new total we can 

construct the following two tables : 

Present Receivables $ 980,000 

To be Reduced to 700,000 

Reduction 280,000 

Present Merchandise $1^54,000 

To be Reduced to 874,000 

$ 480,000 

Receivables Reduction $ 280.000 

Merchandise Reduction 480,000 

$ 760,000 

If this reduction is brought about the statement as of 

7/31/20 when reconstructed would read, the cash having been 

used to retire debt: 
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Casli $ 61.000 

UeccJvables 700,000 

Merchandise 874,000 

Bonds 40,000 

Current Assets $[.675,000 

Fixed Assets 334.000 

Total $2,009,000 

Liabilities 

Bills Payable $ 500,000 

Accts. Payable 265,000 

Taxes, etc 37>ooo 

Current Liabilities $ 8C2,ooo 

M^s., etc 90,000 

Total Debt $ 802,000 

Reserves 1,000 

Net Worih 1,116,000 

Total $3,009,000 

On this reconstructed basis the various ratios would be about 
as follows : 

Current Ratio 208.74% 

Rec— Mdse 80.00% 

Worth— Fixed 334.13% 

Sales— Rec 785.71% 

Sales to Mdse. 629.29% 

Sales— Worth 492^3% 

Debt— Worth 80.00% 

Sales— Fixed 1,646.70% 

CONCLUSIONS 

In the cliapter on Critical Analysis we concluded that this 
risk had suffered from an attempt to make one more merchandise 
turnover and clean up, beh'eving^ the economic readjustment 
period further off than it proved to be. Stagnation caught this 
company with a very much larger inventory tlian in former years 
and turning at a reduced speed. 

It also caught the company with a piling up amount of re- 
ceivables. The volume of these suggests that if the monthly 
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study of collections had been made along lines discussed in the 
chapter on Collections, this slowing down would have been no- 
ticed in time to prevent so large a freezing up of current assets. 
It would have been far better to keep the merchandise as mer- 
chandise, for it is a staple line, than to turn It into frozen receiv- 
ables. As merchandise it could always be cashed, at a price. As 
receivables it stays in cold storage until the thaw of reviving 
business activity melts it out again. 

Whether the reconstruction can be brought about on a scale 
as indicated is a matter of some supposition and question. But 
as it approaches this readjustment the risk will assume a better 
aspect. If it can be brought the whole w^ay a good standing will 
be assured, when coupled with the dynamic side of the risk. 

These two short chapters are given to show the analytical 
and reconstructive use of the ratio system of analysis. The hypo- 
thetical case used is suggestive of many industries that have suf- 
fered of over-optimism and in several instances this method has 
led the writer to criticize risks thought good by the older tests in 
which his judgments were later vindicated by events. The skel- 
etonized use of the ratios here used may be adapted as experience 
proves proper, but they are better than a reliance upon the one 
ratio method. Perhaps they may Ije a little confusing at first 
but worthy of study, so that their use for analytical and con- 
structive service may be understood. 



,l,z.obyGOOglC 



CHAPTER XTV 
A Borrowing Limi?^ ^tf 

r Nearly every bank credit man has had innumerable experi- 
ences in which he has been shown a statement and asked how 
much could be borrowed on its strength. This is of course man- 
ifestly an unfair question because no intelUgent credit man limits 
his decision as to the goodness of a loan upon the property state- 

. ment alone. There are so many other elements entering into the 
question that many things besides the statement must be examined 

■ and thoroughly analyzed and understood. From the bank credit 
man's standpoint such a question must or should go unanswered, 
as far as the borrower is concerned. There is another reason for 
this as well. This is that the business man himself must have 
some plan of operation and some idea of the borrowing he will 
need. This more or less definite knowledge or opinion of what 
credit will be necessary to finance an operation is one of the first 
indicators that the business executive has studied his own con- 
dition and knows something of his probable requirements. The 
first plan of trying to let the banker decide the maximum without 
any relation to the plans for production, etc., of the enterprise is 
either a sign of lack of knowledge or a tendency to leave it to the 
bank in the hope that a larger line may be granted than the com- 

' mercial man had dared to hope for and request. 

But be this all as it may and be the question as illogical as 
stated, the condition still exists that the bank man must in some 
way, for himself, decide how far he would be willing to go on the 
214 . 
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tacts as represented. In addition to this the commercial executive 
must have some general plan at least on which to base his request 
for credit extension. Borrowing and lending can not be the 
result of blind impulse but must be based on well conceived ideas 
aiming at logical ends within seemingly safe limits. The fact 
that economics, either theoretical or applied, is not an exact sci- 
ence can not take away the necessity of approaching the question 
in as scientific a manner as possible. Forces entirely outside any 
individual business will, of course, bring about economic varia- 
tions that will so badly dislocate plans made in advance that it 
may seem reasonable to omit making them. Undoubtedly the 
first compass was a thing of many variations. There can be 
magnetic disturbances to-day both within and without a ship that 
jnay make a compass in error. But in spite of mishaps due to 
error and influence no sane person to-day would urge the return 
to a method of navigation based upon instinct. It is not enough ' 
to follow one's nose, no matter how acute the smelling sense of 
that nose may be. 

Tliere lias been too little credit granting that is based in any 
way on a deep and lasting study so that it approaches a science. 
Science is defined: — "Knowledge gained and verified by exact 
observation and correct thinking, especially as methodically for- 
mulated and arranged in a rational system." The granting of 
credit has been far too experimental in hs nature. It has been 
empirical and empirical is defined as — "relying on or guided by 
experience or observation rather than scientific knowledge." 
The old credit man or business executive may perhaps rely to a~\ 
certain degtee on intuition but the younger man, not having the 
many experiences, must perforce attempt to benefit by study and 
close analysis. At best this analysis and collection of facts and 
cases will be open to faults, but not having accumulated actual 
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experiences the younger man must make his plans for future 
operations painstakingly and in detail. In a like way, the gran- 
tor of credit, be he a young man, must gather together as many 
facts as he can approaching science as nearly as possible in a 
subject that is not and can not be so accurate in its measure as to 

^ be a true science. 

^ In the question then of a maximum borrowing we must view 
the problem from two standpoints. The first of these is that of 
the commercial executive and the second is that of the grantor of 
credit. The necessity for close thinking by both of these classes 
of men is most forcibly urged by the writer. He also realizes to 
the full the great danger of making forecasts of economic pro- 
duction, consumption, the balance between and such other forces 
that must be in and remain in balance to make the working out 

. of any plan of production possible. He urges conservatism in 
hopes from the commercial man and courage and discretion under 
economic disturbances on the part of the bank credit grantor. 
The first to prevent undue optimism leading to an involved con- 
dition through thoughtless over-expansion. The second to pre- 
vent fearful withdrawals of credit and the consequent wrecking 
of possible productive enterprises. Both of these are inter-relat- . 

; ed and equally important 

FROM THE COMMERCIAL EXECUTIVE ANGLE 

As has been said before, the owners of any business venture 
must supply a quantity of capital with which to engage in busi- 
ness. From this supply they first purchase the fabricating as- 
sets, such as plant site, buildings, machinery, fixtures, etc., and 
establish proper insurance relations to cover the danger of loss 
by fire, accident, etc., by the payment of the necessary insiirance 
premiums. These assets are classified and labeled as fixed, ca:j^ 
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ital, non-current, and are in their nature proclnctive and potential 
rather than exchangeable or currently liquidating. Their neces- 
sity and value can be measured comfmratively in successive peri- 
ods by methods already explained. 

The capital or wealth owned by the interested parties of the 
venture should be abundantly sufficient, with very few exceptions, 
to supply the funds to purchase all of this character of assets 
necessary and in addition thereto to supply certain funds to be 
used in the liquid or, as it is commonly called the going part of 
the business. It is really with this latter sort of asset that we are 
most interested at this time. 

A period of production and storing up of goods normally 
precedes a selling period and collection of accounts. This period 
demands outlay of cash for purchase of goods, pay-rolls, funds to 
carry accounts, etc., in excess, sometimes in great excess, of the 
current funds on hand. Two courses are open. First to pur- 
chase supplies, etc., on terms of sufficient length so that they will 
not have to be paid for until fabricated, sold and paid for, using 
the owned current funds for pay-roll, etc. If the current funds 
left after purchasing all the non-current assets are sufficient for 
. pay-roll, carrying needs, etc., tliis course could be followed. 
But this is rarely the case. The second method is to borrow the 
extra needed funds from a banking connection, or connections, 
or in the open market. This latter method in some phase is the 
course usually pursued. 

The amount of borrowing necessary is a reflex from the rela- 
tionship that exists as between the sums of money spent monthly 
on purchase of goods, fabricating cost, carrying of accounts, 
overhead charges and any other expenses and the income in cash 
collections from accounts representing receipts from sales. If 
monthly outlay is greater than income it will soon consume the 
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surplus liquid capital and create the necessity of borrowing or 
becoming slow pay. As the period of production advances and 
prior to the period of collection this condition becomes normally, 
in a seasonal business, more and more acute and greater and 
greater borrowings become necessary until the peak of the load 
is reached. 

As we jrass from the production period we enter into the sell- 
ing period and according to the sales terms the strain is carried 
further along. If goods are sold on sixty-days terms, cash will 
not be received for the goods until sixty days after the sale. This 
then extends the time before receipts come in with which debt 
may be paid by the average length of the actual selling terms. 
By this is meant the average period In which collections are really 
made and not the so-called sales terms made as part of the sales 
agreement. This period will be long or short according to the . 
actual conditions of selling and collections prevailing in different 
lines of business ; and bad debts affect it also. 

During the period of production and sale the monthly expen- 
ditures are liable to exceed the intake of cash, but after the effect 
of sale begins to be felt and as the production expense require- 
ments fall off the balance should swing the other way and receipts 
of cash from payment of accounts should exceed the outlay month 
by month. With this condition developed the intake exceeds the 
outlay and each month the merchant comes into possession of 
the mai^in or balance in cash which he can use to reduce his 
loans. This is a regular cycle in a seasonable business and varies 
in intensity as the business is more or less strictly seasonal. In 
some industries this is hj^ly so and in others in a much less 
marked degree. 
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BORBOWINGS OR CAPITAI, 

Before going on to the development of a principle of practise 
from the facts and tralances mentioned above one other type of 
business or condition needs proper consideration. This is the 
business in which seasonal variation has largely vanished either 
from operation in several lines of overlapping seasons or where 
extraordinary increases in volume have so increased the need of 
funds that at no period can the debts be liquidated because the 
need for current funds is always in excess of the margin existing 
as between the wealth supplied by the owners and that tied up in 
fixed assets. 

Much has been said about capital loans and the inadvisability 
of a bank tying up its loanable funds in this kind of an invest- 
ment. The function of a bank has been to supply temporarily 
the funds necessary to carry a business through the production 
and selling peaks as mentioned above. Banks were not, in their ~\ 
theoretical development, expected to be the continued partners in 
any enterprise by the establishing of an all-year loan. In fact it 
is often part of the agreement in the establishment of a banking 
line that the borrower agrees to make a full clean up at least once 
a year. This is based on the old maxim, "The proof of the pud- 
ding lies in the eating thereof." The true proof of real liquidity 
and a proper commercial credit relation is in the liquidating 
occasionally of the loans thereof. 

In recent years, however, a very considerable number of*/ 
business ventures have fallen into a specially favored class that at 
no time liquidates floating indebtedness in its broad aspect. Such 
operations do, it is true, liquidate individual parts of their debts 
1>ut this liquidation is more apparent than real because it is accom- 
plished by transferring debt from one creditor to another. It is 



,l,z.obyGOOglC 



220 ANALYTICAL CREDITS 

a good deal like robbing Peter to pay Paul and no true liquidation 
has taken place. The creditors as a whole are economically part- 
ners in the business in that their credits are in continued use in 
the operations of the business. They support not only the peak 
but the valley of the operation and are at all times subject to the 
^jeopardies of the business. It is not sufficient, in theory at least, 
that some of their number are occasionally paid for a short period 
because while under this condition Peter may be out ol the trou- 
ble this time letting Paul carry the load ; the next time it may be 
Peter that is in and Paul out. No one can foretell accurately 
when the breaking point may come and being in or out with the 
capital borrower may well be a matter of good fortune rather than 
foresight. 

If the principle of banking, that banking credit is to be used 
to cross the peak, is correct, then everything below an average 
peak should be within the field of capital investment and not of 
bank credit. The minimum funds needed during say a two- or 
three-months season at the bottom of activity should be provided 
for by capital investment by the parties most interested in the 
possible profits, namely the owners of the business. This is more 
logically true because dividends are paid on capital, as represented 
by stock ownership, and not on actual capital as sometimes repre- 
sented by continuously loaned frozen credit. Where more funds 
are continuously needed than can, at any low point even, be amply 
provided, for by the net worth of the venture then the creditors 
are being invited to take a capital risk not on the basis of a cap- 
ital return but on the basis of the from month to month market 
interest rate. This rarely equals a dividend rate on a successful 
venture and therefore the return is not sufficient to equalize the 
risk. This is the more true from the banking angle because not 
only have credits been loaned for capital risks but those credits 



,l,z.obyGOOglC 



A BORROWING LIMIT 221 

are balanced by a demand liability on the bank's statement in the 
nature of its customers' deposits that are subject to call payment. 
From this the deduction is offered that it is not an economic 
good for borrowings to be so continuous as to turn credit into 
fixed capital venture. When a business has grown to such a 
point that its lowest activity demands more funds than its net 
worth can provide the time has come for an increase in that net 
worth either by the addition of new capital or by the conserva- 
tion of earnings so that by the increment of earnings the net 
worth will be increased to the amount necessary to support the 
business at the lowest ebb of its activity. 

UNLIKELIHOOD OF COMPLETE LIQUIDATION DEMAND 

From the foregoing argument we have evolved an economic 
theory in the use of credit. In its general application it is sound 
but there is still another phase that must be considered. This is 
the extreme improbability that all creditors will need thdr funds 
and call for them at once. This is in a very great measure quite 
similar to the position of a bank in relation to its depositors. 
Experience has taught us that only a certain percentage of depos- 
itors will demand the funds, credited to them, at any one time. 
This injects a new element into this type of borrowing that is 
worthy of consideration. It is strictly true that a business of 
such a type could not actually liquidate its complete current debt 
except by a shrinking process applied to the volume or size of its 
ventures. On the other hand it is practically certain that no large 
percentage of its creditors will simultaneously demand the return 
of the funds loaned to it. When such a condition can be definitely 
defined it may be proper for a continuous debt and use of credit 
to develop. 

The necessity then develops of measuring up so as to have 
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some background against which to measure a concern so as to 
determine as to whether or not it may logically be placed in this 
class. As this condition also has an important bearing on the 
fixing of loan limits we must consider it before going back to the 
thread of our study. 

It would seem that the very first requisite would be that the 
industry should be engaged in the production of an essential 
commodity of consumption. The most logical would be the 
production of foodstuffs where the demand is not only continued 
but vitally necessary. We must all eat and therefore foodstuffs 
of a staple kind always have a market in which they can be sold 
even though some concessions in price must be made. Some other 
types of goods may approach this, but for the present argument 
and as a comparative base this is sufficient as a first step. 

A second characteristic should be the possession of a wide 
contact with the consumption market. The basic consideration 
in this relation is that breadth of market assures a more certain' 
distribution of products and a more certain consumption of the 
goods. It also eliminates certain dangers of local depressions, 
local credit disturbances and local extraordinary competition. 
Therefore breadth of market is most essential. 

Breadth of banking connection is also Important although 
perhaps secondarily so. Breadth of banking connection will 
greatly mitigate if not entirely eliminate pressure against banking 
lines due to local disturbances. It will also open to the industry 
the volume of credits in the active territories in which the disposal 
of the product is most in evidence. It will make possible the 
presence, In territory of available loanable funds, the free line 
reserve mentioned in our chapter on commercial paper. 

These various conditions, then, and the full trend of thought 
and analysis they suggest make it possible for us to consider 
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again the main thread of the argximent of this chapter. Varia- 
tions in tlie thoughts about to be suggested will have to be made 
to accommodate them to these underlying basic differences. 

ESTIMATING THE NEED FOR CREDIT 

The difference between the intake by months from maturing ^ 
accounts and the outlays for manufacturing and the necessary 
amounts for holding receivables, must of necessity determine the 
necessary borrowing. The turning to a condition of greater 
receipts than outlays will also indicate the period in which loan 
decrease can be brought about. This is axiomatic in that the J 
principle is so evident that it need not be debated. 

Outlay is dependent upon the manufacturing schedule. Any 
certain schedule of production will call for the purchase, at more 
or less definite periods, of the necessary raw materials to be used 
in this schedule. It will regulate pay-roll expense, etc. These 
facts, base production plans, can be estimated month by month 
according to the production schedule. This will give an estimated 
outlay. 

Experience can make possible an estimate of the selling cam- 
paign and the period of probable sales activity. Coupled with 
this an analysis of the real selling terms and the collection period 
will make it possible to estimate the time when collections may be 
expected. Thus it is possible to estimate the outlay on a produc- 
tion program and the intake from it. This figured month by 
month will indicate the expected strain and no more. Such an 
estimate can not be made bindingly accurate, but it can do some- 
thing very definite for the manufacturer. It can show him only 
too clearly the outlay he must of a surety make if he sticks to a 
production program. This, if costs are fairly figured, can be 
made reasonably accurate. The estimate of the intake can not 
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be so accurate or so safe a figure. This is true because economic 
conditions may so change that collections will slow up and the 

X intake be cut considerably below expectations. To play safe the 
outlay should- be figured liberally and the intake conservatively 

- and with a wide allowance. 

This study can be developed in parallel columns entering the 
amounts in cumulative shape so that, in any month the gross dis- 
crepancy can be noted. This discrepancy will have to be accom- 
modated by borrowing in the months when outlay exceeds intake. 
When the balance changes and intake begins to overtop outlay 
the borrowing can be liquidated. Such a study will make more 
reasonable and sure a borrower's request for a loan for he will 
have formulated some idea of his probable requirements. Also 
this manner of estimating will serve to check up on whether or 
not the production plan, if carried out, will produce a condition 
toplieavy in debts. If this be so then it may suggest a revamping 

■ of plans on a more conservative basis. (See end o£ this chapter.) 
One word of caution is necessary in the use of such a method. 
This is against the boastful or unreasoning promises that any set 
program can be carried through in spite of everything. Economic 
changes can upset any program in a change of balance as between 

f. supply and demand. Therefore such a measure is an estimate 
and not an accurate measure. It is far better, however, than a 
hand to mouth, hat in hand policy that means return after return 
to the banks asking for increases in credit lines. Such a practise 
leads to distrust on the part of the bank in the sound judgment of 
the business man and his knowledge of his own needs. A com- 
mercial executive should have some pretty definite idea of his 
needs and maximum requirements. When making request for a 
credit line he should be able to talk with intelligence about his 
plans and point out his expected or designed campaign so that a 
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prospective creditor can see what it is and decide as to whether 
or not it seems reasonably safe so that he will be willing to take 
the credit risk. 

THE CURRENT RATIO OR DEBT TEST 

For the sake of argument only and because it has been more 
or less a standardized item let us start with a statement that 
shows 



and study the matter in the light of the current ratio method on 
the basis of two for one. These figures show a condition of 
three for one. If an additional credit of one hundred units were 
given and the proceeds were used to purchase current assets we 
would then be confronted with a condition as follows: 



This would produce the two for one proportion and if this is the 
measure of goodness and the limit of decline the credit grantor 
would allow then an increased credit extension of one hundred 
units would be all that the first example would stand for and 
stilj meet up with the standard set and adopted by the creditor 
credit man. 

If the subject example were allowed an amount of two hun- 
dred units of credit and this were all invested in current assets 
the first example would be modified so as to show as follows : 



. 500 u 



This indicates a current ratio of 1.66 or 166.66 per cent. If 
the credit grantor were satisfied because of the moral risk and 
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punch in this particular concern to operate on this low a ratio, 
a loan might be made unless some other offsetting condition 
were present. 

At this point again it should be emphasized that no method 
of mathematics, accurate or concise analysis, can definitely define 
credit limits. The so-called moral risk carries too much weight. 
The writer dislikes the phrase "moral risk." It makes too much 
of the goody goody who may be moral as can be and lack snap 
and punch. He calls this phase, for want of a better word, the 
dj'uamic part of the risk. It goes without argument that one 
must be honest to secure credit. No one wants to loan money on 
credit to a crook. We do not invite thieves to dine with us so 
they may find out where we keep our silverware, in order to rob 
us the more easily. But neither do we employ a doctor or hire a 
mechanic just because he observes the ten commandments. Be- 
sides being honest he must avoid being a fool. He must be 
imbued with what has so feelingly and understandingly been 
labeled "pep." In addition to this he must have poise, balance 
and general punch. The term moral risk is a misnomer, but that 
which has been so labeled is after all an absolute essential to 
securing credit. And if there be enough of it other rules, 
measures, standards and the like can go largely by the board and 
L . tlie risk endure and the credit be granted. 

The writer, himself, however, does not start with a study of 
the current ratio. His first inclination is to view the matter 
from the point of the debt. If, in the first case used a while back, 
the following condition prevailed, there being no funded debt: 



we would have a case in which the debt was 33.33 per cent, 
of the net worth. If from this we go to the second case, after the 
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extension of another one hundred units of credit our figures 
would read: 

Total Debt 200 units 

Net Worth 300 units 

On this basis the debt would be 66.66 per cent, of the net worth. 
Perhaps this might be sufficiently low to be considered reason- 
ably safe, by the writer. If at the same time a current ratio of 
two hundred per cent, were considered sufficient for this type of 
loan the line might be deemed reasonable. 

If, however, 66.66 per cent, were considered as the limit for 
debt as safe in this particular type or in this particular case and 
the following were the figures evidenced by the first considered 
condition : 

Total Debt 100 units 

Net Worth 250 units 

and we attempted to allow a credit line increase of one hundred 
units we would find : 

Total Debt 200 units 

Net Worth 250 units 

or a debt of eighty per cent, of the net worth and this would ex- 
ceed what was deemed reasonable for a total debt, although if 
we retum to the second example, on this section we would find a 
reasonable current ratio expressed in the following conditions, 
with the net worth added to the figures : 

f/l -fc ,.»,-.t 

Current Assets 400 units 

Current (also total) Debt 200 units 

Net Worth 250 ""'ts 

In this last case the increase that would occur in the debt 
ratio placing it beyond what was deemed the reasonable limit 
would operate first and deny the additional one hundred units of 
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credit, 111 other words and eoitotnizin^, we should establish two 
hmits for any risk, allowing for the dynamic factor. We should 

^ then consider the proportion in the condition that would exist 
' after any contemplated increase in the credit extension and the 
first operating limit should control our action. If the reduction 
of the current ratio to too low a limit is first in evidence it should 
control. If the increase in the debt to too high a proportion de- 
velops first then it should be the deciding factor. The choice of 

L these limiting points must come from experience. Tliis study 
should include all line accommodation arrangements. 

WHEN FUNDED DEBT APPEARS 

When part of the total debt is funded a somewhat different 
problem presents itself. Here payment of principal on part of the 
debt has been deferred, under normal conditions, for a period. It 
is logical then in such instances to allow for a higher debt ratio 
because not all of it is pressing. The limit to be set varies with 
opinion and experience. On the basis of a 66.66 per cent, debt, 
where all the debt is current, a debt where part is funded might 
run safely to eighty or even ninety per cent. THIS decision can 
not be a standardized and must result in various departments 
from local and type experience. 

One final thought suggests itself, however, as worthy of 
consideration by the credit student. If sixty-five per cent, debt, 
where debt is current, was a limit but with a partly funded debt 
a limit, and the debt ratio was set at eighty-five per cent., an ad- 
vance of twenty points, then a supplementary study as between 
the current debt and the net worth might well be made and this 
should not be full to the recognized or set limit usually used for 
the debt ratio limit. 

In other words if sixty-five per cent., with all debt corrent, 
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were accepted as the limit of the ratio of the debt to net worth, 
and eighty-five per cent, if the debt were substantially funded 
tlien the supplementary ratio of current debt to net worth in this 
second instance should be perhaps not more than forty-five or 
fifty per cent. It should be approximately as many points below 
the normal as the combined debt is allowed to go above the nor- 
mal, because funding does not entirely relieve the debt of its 
nature of loaned and not owned capital and because at the end of 
ihe funding period refunding may be difficult or impossible 
thereby creating an unlooked-for strain. A funded debt is a sort 
of contingent current debt remaining funded and non-current 
largely under good behavior, economically speaking. The pres- 
ence, therefore, of a liberal funded debt calls logically for a 
smaller than normal current debt in its relation to capital funds or 
net worth. 

, AN ESTIMATE 

The following chart Is a rough schedule without depart- 
mental refinements indicating 
A Outlay: — The monthly estimated total cost of production 

based on 
B Sales : — Which is the selling program or schedule. This also 
is based on a monthly sale schedule reaching a selling peak 
r seasonal top and shading off thereafter. 
Collections ; — Salts terms are supposed in this case to be sixty 
days net and so the sales estimates are carried on this rec- 
ord sixty days later than the month of sale. For the 
example no slow accounts are figured. This would have 
to be established on the average figures for the business. 
Cash Balance: — The subject starts with ten units of cash. 
Say $10,000 or other amount. The ten units are for rd- 
ative study only. 
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OPERATION OF CHART 

The operating figures for January call for an outlay of 150 
units (say $150,000) — A. 

The estimated collections due to previous years selling 
amount to 400 units — C. 

There is cash on hand of ten units — D. 

To the cash on hand we add the estimated collections secur- 
ing a potential cash of 410 units — F. 

From this potential cash we subtract the estimated outlay 
and secure the balance I, which in turn is transferred to the cash 
balance line D under February, giving us 260 units. 

February and March are both months in which a residuai-y 
balance is left as between the carried over balance plus the re- 
ceipts minus the outlay. 

In April the month starts with a cash balance of no units, 
to which is added collections of 100 units making a potential 
cash of 21G units. The outlay, however, is 600 units leaving a 
deficit in actual cash of 390 units — ^J. 

To overcome this, borrowings of 450 units are effected — K — 
leaving a net cash position of the difference between this and the 
deficit (K minus J) of sixty units to forward into May as cash 
balance — D. 

After this, for four months there is a monthly deficit in the 
balance between intake and outlay necessitating increased bor- 
rowings. The cumulative effect of this is carried under Cumula- 
tive Borrowing Total on line — M. 

In September the position reverses itself and intake exceeds 
outlay resulting in a balance of 1,160 units, shown on line I. A 
payment is made against the loans, line L, of 1,000 units, leaving 
the cumulative borrowing total 1,900 units. 
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This condition of greater intake than outlay continues and 
by December the loan is completely paid and January shows a 
cash balance of 86q units from which a dividend, line H, is paid 
leaving cash balance of ten units. 

This exposition is, of course, not a finished accounting 
method. It is simply suggestive and entirely hypothetical. It is 
used to show the connection between a selling campaign, a pro- 
duction program and the necessary borrowings. These reach a 
peak of 2,900 units. By some such plan in which the basic prin- 
ciples are the same a borrowing requirement can be estimated 
and the emphasis is put on the word estimated. If collections 
slow up this amount would have to be exceeded and so a sub- 
stantial margin should be arranged for if the standing of the com- 
pany will warrant it. Such a credit budget can not be rigid nor 
exact, but its preparation can be extremely helpful in forecasting 
orobable credit needs. 
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CHAPTER XV 

Commercial Paper 

customer relationships 

It has become common practise, as between bank and depos- 
itor customer, for the depositor to maintain an average balance 
approximating twenty per cent, of the established line of credit. 
This balance is not to be computed in its relation to a currently 
used credit or loan but is based upon the line or maximum prom- 
ise of banking credit extension. The reason for the establishment 
of this mutuality of relationship is perhaps somewhat obscure. 
Some will advance one reason and others another reason to ex- 
plain the situation. It is, however, undoubtedly basically related 
to the Siamese connection between loans and deposits that binds 
the two so closely together that at times it is difficult to determine 
whether loans create deposits or deposits create loaning ability or 
loanable funds. 

It is true that an original deposit of reserve money, say gold 
coin, makes it possible for a bank to increase its deposits through 
credit advances entered as loans and offset by deposits. The 
reserve money deposited acts as a direct reserve, making possible 
the maintenance of the legal reserve percentage for the additional 
deposits. But for the individual bank these deposits are to a 
more or less degree individually transitory as they are checked 
against and move on to other banks. In the system as a whole, 
however, deposits and loans are largely reciprocal of each other 
233 
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and nuctiiate hi a great degree along the same up or down 
curves. 

While little publicity and perhaps little thought has been 
given to the matter it still remains a fact that credit lines in force 
are far in excess of the credit lines in use. On a basis of demand- 
ing a twenty per cent, average balance every account, in the com- 
mercial department, drawing no interest or receiving no other 
special inducement, is a potential background for loan or credit 
lines of five times the average deposit. Not every checking ac- 
count has connected with it an already authorized and established 
line of credit. Not every checking account could demand a line 
of credit because not every checking account represents a good 
or satisfactory risk. But the fact remains that there is a poten- 
tial possibility for such a credit request. 

From another point of view it becomes almost absolutely 
certain that borrowers will not all, at any one time, demand the 
full use of their granted lines. In fact this condition of non- 
demand for the use of funds at the same instant by borrowers is 
very much akin to the well-known fact that depositors will not all 
draw on their accounts at once and demand immediate payment 
In one as in the other there is a balance of existence and use that 
in the case of deposits has made it possible for banks to invest 
their funds in notes, running to a definite future maturity, bonds 
and sundry such investments. It has been found safe and feasi- 
ble to carry on a banking business with actual cash or demand 
reserves running from twenty-five per cent, down the scale to a 
much less amount. 

The relationship between established lines of credit and the 
amount of those lines in actual use at any one instant of time is, 
in the opinion of the writer, a very similar situation to the rela- 
tion between demand deposits and the amount that will be with- 
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drawn by demand at any one moment or during any one banking 
day. It is not a customary practise for banks continually to 
establish the percentage of total lines granted that are In actual 
use. As a matter of personal curiosity, the writer in several 
instances totaled tbe amount of the granted lines of credit, under 
his observation, at several different times and compared this 
total with the loans actually extended to such customers at the 
same time. While the relationship varied in the several experi- 
ments the lines of credit were from three to five times the actual 
loans. This can mean only one thing, and that is that the bank 
has ethically obligated itself to be in a position to extend consid- 
erable additional credit, over and above the amount being used, 
just as it is legally bound to pay demand deposits at once. That 
practise has demonstrated that while a wise selection of risks and 
allowance for seasonal variations among requirements will elim- 
inate almost certainly any danger that this difficult position will 
develop, it does not relieve the bank from its responsibility of 
having loanable funds any more than it is relieved by experience 
from keeping itself in an approximate position of being able to 
pay deposits on demand. 

The argument so far has been entered into to establish a 
premise. If the bank must maintain a reasonable reserve so as to 
be in a position to meet such deposit demands as will arise from 
day to day, then from a standpoint of mere. logic it is just as 
proper that the borrower maintain, with the bank, a propor- 
tion of loanable fund creating deposits so that credit will be 
available to meet unused line demands when they arise. In 
either case, the reserve against deposits or the average deposit 
for credit lines granted is a kind of insurance against the con- 
tingent demand for fulfilment of contract. In the case of deposit 
reserve the proposition is set and regulated by law. In the estab- 
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lishment of a proportion as between credit lines and average bal- 
ances custom and experience have set the proportions. Both 
cases are similar in their relative aspects, only the boot is on a 
different foot and by such an arrangement both feet are decently 
shod and banker and customer are both protected and both pro- 
tect and assist each other in maintaining their positions and fill- 
ing their contracts. 

NON-CUSTOMER RELATIONS 

Demands for credit are in a large measure seasonal. This 
seasonal demand is not uniform throughout the country. This 
means that the individual bank has peaks and valleys in its credit 
demands. There will be times when it has excess loanable funds 
and may be in this position for a considerable period. The bank 
that has made'a study of its credit system knows when these 
demands for credit on the part of its customers will come with a 
fair degree of accuracy. It naturally wishes to be prepared for 
this peak load of credit demand and quite as naturally it wishes 
to employ its funds productively in the periods of slack customer 
demand for credit. This induces a condition of willingness on 
the part of the bank to seek temporary investments upon a non- 
customer basis. With this condition outlined It becomes expedi- 
ent to turn for a moment to another phase of the question. 

As seasons vary in different parts of the country so do the 
demands for credit vary. Money demand to move the crops fol- 
lows the natural seasons. Production peaks in manufacturing, 
predating the selling seasons, vary in their needs for funds to be 
used in fabrication and also In the needs of manufacturers to add 
to their stock against the selling season. Then too, after the 
selling season has started the merchant or manufacturer must 
carry his customer according to the sales terms until the time of 
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payment. From this complexity of variations in money demand 
it is quite possible for whole sections to be using the loanable 
funds of the banks of that section to the full while in other sec- 
tions there may be a surplus of loanable funds. This is a sectmd 
condition in the consideration of our main question of the sub- 
ject of credit in this chapter. 

It is also possible, and in very many instances an absolute 
fact, that banks in a great measure specialize in certain lines of 
business. There are banks that make a specialty of catering to 
the dry-goods industry, the autranobile industry, the milling 
interests, etc., ad infinitum. As demands for funds in these in- 
dustries are often very seasonable it is possible for banks in the 
same territory or even the same city to be widely differentiated 
in their use of the loanable funds at their disposal. One bank 
having a set of manufacturers whose season for production is 
advancing but not culminated may be loaned to the limit to meet 
the demands of its customers. Another bank, even just across 
the street, may have a set of customers who have advanced in 
their season to the point where their own customers have largely 
paid them and therefore they may have practically paid out their 
own loans. The first bank is striving to meet the demands on it 
for funds and the second is looking for temporary safe invest- 
ments for the funds piling up in it. As banks are diversifying 
the lines they deal with this sharp distinction is somewhat dis- 
appearing but it can and in some instances does remain. This is 
a third condition in the study between supply and demand for 
loanable funds. 

The above mentioned conditions have brought about a sit- 
uation whereby the development of the instrument known as 
commercial paper has been possible of development in this coun- 
try. We speak of commercial paper in an entirely different 
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meaning from that used in Continental Europe. It does not 
necessarily mean the bills receivable of an organization endorsed 
by them or sold in the market or hypothecated to their banks. 
It more generally means the straight note of a corporation that 
is issued to place it in funds and that is disposed of not to its 
banks of deposit but to such banks as are in funds and are looking 
for investment by brokers who specialize in maintaining connec- 
tions with the borrowing markets in which funds are easy. The 
fact that credit stringencies vary in different parts of the coun- 
try or as between different banks due to local or seasonal, or type 
stress has made it possible for a considerable number of brokers 
to specialize in the maintenance of local offices in various parts 
of the country thereby keeping in touch with such banks as are in 
funds looking for temporary investment. Commercial paper 
notes are normally issued for a maturity of six months from tlie 
day of making. They are bought by banks temporarily in funds 
with the idea of taking on a temporary loan without any deposit 
or connection and without any consequent necessity of renewals 
in order to maintain the depositor relationship. This kind of 
paper is bought at a period in which the bank has excess loan- 
able funds, to employ these funds until such a period as the bank 
has found to be a period in which their customers begin to use 
their credit lines more generally and at which time it becomes 
essential to them to have loans running off so as to release bank 
funds for customer use. The analysis by a bank of its own posi- 
tion and its customers' needs which we have already spoken of 
emphasizes and throws into sharp relief these periods so that a 
hank can determine, fairly accurately, at what time in the future 
it will be necessary for it to have loans, self-liquidating, nmning 
off so as to place it in funds, and it buys commercial paper that 
coincides in its maturity with this period. 
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The foregoing discussion has been entered into to make 
perfectly clear one definite condition in connection with com- 
mercial paper. In a depositor relationship a line of credit is 
established and the customer has the distinct satisfaction and 
knowledge that at any time, during the life of this line of credit, 
he may discount with his bank the notes of his organization In a 
loan equal to the total of the line granted. It is generally under- 
stood that at some period of the year this line will be entirely or 
practically entirely liquidated, but it does not mean that each note 
will have to be met absolutely at maturity as payment or part pay- 
ment can be made not only in cash but in renewal notes keeping 
the loan alive within reasonable bounds. This condition, how- 
ever, does not maintain as regards commercial paper sold in the 
open market. This paper is bought by a bank with the distinct 
expectation of absolute payment at maturity. If the maker of the 
note is not in a position to liquidate his loans entirely at the ma- 
turity of each note he must not expect the purchasing bank to 
take a renewal but such renewal notes as he must issue will have 
to be sold again by his broker and the proceeds used to meet the 
notes held by purchasing banks. If, upon consultation of the 
broker, the banker continues the loan by the repurchase of a sec- 
ond note that is entirely a matter of the bank's decision and its 
own cash position. It is not a matter of negotiation between the 
maker of the note and the bank except in a case of inability to 
make payment and credit dissolution. 

This condition has two distinct points of interest to the com- 
mercial house. The first is that in their financing they must 
make definite arrangements so that they will be able either 
through the cooperation of their brokers or through the accumu- 
lation of funds through their operations to take up the notes sold 
in the open market as they mature without any possibility of 
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negotiating with the bank lioldiiig ihcni as they might with their 
banks of deposit. The second point of interest is that funds thus 
secured do not cany with them any deposit balance requirement 
and that therefore a house borrowing this way in the open mar- 
ket is not compelled to maintain twenty per cent balances directly 
with the banks that may hold their paper. In these aspects credit 
received by the sale of commercial paper differs from credit 
received by an issue of a line of credit and while at the first 
analysis it may not seem a particularly important differentiation 
it has, nevertheless, a very considerable effect on borrowing 
policies. 

The fact that commercial paper must be paid at maturity 
produces the necessity on the part of the borrower of establishing 
his financial arrangements in such a way as to be in funds without 
question or to be in credit without question at the maturity of his 
commercial paper so that he may be able to take it up. This 
means that bank lines of credit ought to be kept open and unused 
while commercial paper is being floated in order that, if there is 
any miscarriage in figuring, the bank lines can be used to take up 
the slack that may exist between the outstanding commercial 
paper and the market for the resale of a second issue where pay- 
ment can not be effected, actual collections not providing the 
cash. In other words, a manufacturer who is using his bank line 
of credit to the full is not In a position to issue commercial paper 
that would be attractive to the bank credit man or that would be 
economic for him from his own standpoint. Open bank lines 
with commercial paper in the market are the insurance and the 
fector of safety against possible continuance of the total amount 
of credit being floated, when liquidation is not possible, and the 
commercial paper market goes dead. 

This takes us back to the relationship that exists between 
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the depositor-borrower and his bank in connection with his aver- 
age balances. The balance which he carries under an understand- 
ing that he is to have a line of credit of five times the amount of 
his average balance is an insurance and is really in the nature of 
an insurance premium that, if the necessity arises to use the line, 
it will be available for him and it is pretty cheap insurance at that 

THE COMMERCIAL PAPER BROKER 

From the standpoint of the commercial manager the choice 
of his commercial paper broker is of the utmost importance. 
While it would be impossible to classify the best commercial 
paper brokers in the order of their standing because of the fact 
that personality enters too largely into this proposition, it is nev- 
ertheless pretty evident that there are personal likes and prej- 
udices for or against different commercial paper brokers on the 
part of a great many bank credit men who purchase paper. The 
policies of different commercial paper houses appeal to or grate 
on the credit judgments of the bank credit men who buy the 
paper. It is, therefore, of the utmost importance that before 
establishing a connection with a commercial paper broker that the 
commercial executive be moderately certain that the broker with 
whom he is negotiating is in a standing with the bank buyers of 
paper that will insure an access to the market. This information 
can be secured in one of two ways, in the opinion of the writer. 
First, the commercial executive can inquire from a number of 
representative banks as to their opinion concerning the breadth 
of the market with which the broker in question is in touch. It 
would not be out of the way to interview the bank of deposit and 
ask them their opinion of the prospective broker. If the bank of 
deposit had had no experience with commercial paper buying or 
with the broker in question their credit department would be in a 
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position to secure information and to give advice on this partic- 
ular point. A second way would be to have the broker Indicate to 
the possible client their contact points, in the nature of their local 
representatives in different sections of the country and give some 
indication of the banks to whom they had sold commercial paper 
in fairly reasonable amounts. This could be checked up by the 
commercial executive either directly or through his bank and the 
authenticity of these statements could be established. It is im- 
portant to secure a broker that will have as wide a distribution 
as possible if borrowings are to be considerable, because the wider 
the organization and the greater the number of contact points the 
more rapidly the broker will be able to dispose of a block of paper 
and the more willing he will be to accommodate the borrower. 

There is a fairly well defined feeling among a considerable 
number of bank credit men that they prefer to buy paper only 
from brokers who themselves buy it direct from customer and 
who do not handle it on a commission basis. The writei; him- 
self belongs to this group. There are two reasons for his attitude 
in this connection. The first is the more important. This par- 
ticular reason hinges upon the fact that a broker buying paper 
and owning it until he has disposed of it is under the risk of per- 
sonal loss in case of failure. It is the writer's belief that a broker 
who is under this jeopardy will maintain a better credit depart- 
ment himself, will submit his risks to a more searching analysis 
and will, therefore, handle a better class paper than a broker who 
has only a commission interest in the risk and assumes no period 
of jeopardy himself. The second broker, so it seems to the 
writer, vrould be more interested in his volume of business and 
his commission basis thereon rather than in the basic goodness of 
the risk. The second point of consideration is that the bank 
buys generally on a ten-day option. This means that the paper is 
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purchased from the broker and that the banker is allowed a ten- 
day period to make an examination and to determine whether or 
not he will retain the paper or whether he will return it to the 
broker. During this period, the bank practically has the endorse- 
ment or guarantee of the commercial paper broker on the name. 
Consequently this means that for ten days when purchasing from 
a substantial and strong paper broker the banker has an additional 
factor of safety in the name. If the paper matures in sixty days 
this means that for one-sixth of the period the bank has an en- 
dorsement. If the paper matures in one hundred and eighty days 
it means that for one-eighteenth of the period or about six per 
cent, of the time the banker has this guarantee of the broker. 
While this is only a small fraction of the time, on a considerable 
amount of paper and satisfactory buyings, it will give a substan- 
tial proportion of secured or two-name paper if the broker is 
good. It is, of course, a very secondary consideration, but in the 
minds of some credit men it does exist as an additional point to 
consider when buying paper. 

The type of broker from whom paper is to be bought is also 
of importance because in times of stringency or in times of indi- 
vidual difficulty the temper of the broker plays an important 
part. As there are fair weather bankers so there are fair weather 
brokers. If a commercial house is hooked up with a broker that 
has solicited their business in a period in which paper is scarce 
and the market wide, and has induced the executive to arrange 
his financing on a basis of liberal open market borrowings it may 
be very embarrassing to an executive, if with a narrowing of the 
market and an increasing supply of paper the broker declines the 
name or will not handle it further. It is also possible with 
brokers, as with bankers, that at the first sign of any pos- 
sible question they refuse to continue any credit relations willi 
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the customer. Fundamentally good names in a pinch or credit 
crisis could be broken by brokers who, not being able to sell the 
entire block of paper made and not being in a position to carry it 
themselves, discontinue their lines. There are brokers who have 
carried names through periods themselves not wishing to offer 
the name in the market and subject it to outside analysis and 
criticism because they had confidence in the final outcome and 
the final goodness and market of the paper. This makes it im- 
portant for the commercial executive to consider the character, 
temper and backbone of his commercial paper broker. 

DEPOSITOR AND OPEN UARKET BORROWEKS 

It is the practise to maintain a certain proportion as be- 
tween the average balance and an established line as has already 
I»een discussed. It has been mentioned that lines of credit ought 
not to be used while borrowing in the open market. The question 
as to when to use the open market or banks of deposits for bor- 
rowing is a matter of fine distinction. Bank credit men with 
whom rests the market for commercial paper liave different stand- 
ards. Some will not buy names in which the net worth is less 
Ihan one-fourth of a million dollars. Others will not buy names 
in which the sales are less than half a million. The writer is not 
cognizant as to any standardization as to size and personally has 
not felt himself bound by size in the choice of such names as he 
would buy. To him, it has seemed that the basic individual 
goodness of the risk was most important in the matter. How- 
ever, there is this thing to consider. A small company in which 
the total borrowings can be handled by its bank of deposit, well 
within their legal loaning limit to an individual name, has no real 
economic need of the open market. When a company grows 
beyond the loaning legal limit of its one bank of deposit it may 
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secure additional funds by establishing two banking; connections 
or even three, four, or more. The question then becomes one of 
finance as to the economy of establishing continually increasing 
banking connections with their necessary deposit relations in 
order to accumulate a sufficient volume of borrowing ability. 

While there is no standardization, as to where the choice of 
bank lines or entering the open market has been developed, it is 
the opinion of the writer that the proposition as between a rea- 
sonable debt at the peak of the company's operations and its net 
worth should determine the limit of its borrowings and when 
this limit is considerably in excess of what can be granted by 
two or three banks of deposit of reasonable size, the time has 
come to enter the open market. This would rarely happen with 
concerns in which the operations would be less than sales of at 
least five hundred thousand dollars a year or a net worth of less 
than perhaps two hundred thousand or two hundred and fifty 
thousand dollars. While no hard and fast rule has been estab- 
lished by the writer for his own practise, it iS only in exceptional 
instances that he has considered small names as a proper invest- 
ment for funds in the purchase of commercial paper. 

THE USE OF FUNDS FROM COMMERCIAL PAPER SALE 

In this country we have developed a trade discount method 
in which the goods are sold on definite datings with the credit 
terms running for a definite period and in many instances a dis- 
count for cash within ten days or some such period. This dis- 
count for cash is a very much discussed question. In some 
instances it is considered a tax on the man who must purchase on 
ftjll terms and others consider it a bonus for prompt payment. 
However this may be, and wherever the equity of the develop- 
ment of these terms exists as a practical problem, it becomes 
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important for a commercial house to discount its bills as these 
discounts for its first profits. This is a perfectly logical use 
for credit and the furnishing of this credit by banks is a logical 
banking function. The securing of funds over and above those 
normally used to conduct a business on the regular trade terms 
in order to take advantage of discounts is fundamentally a func- 
tion of the commercial paper market, A growing business estab- 
lishing its banking connection will probably be nursed along by 
its bank and provided with sufficient credit to carry on the ordi- 
nary operations of its fabrication, etc. It may not, however, be 
the policy of the bank of deposit to establish sufficiently large 
lines so that such a concern may take advantage of all of its trade 
discounts and this may influence the company in entering the 
open market. This is done to secure additional funds, the pri- 
mary object of which is to pay for material purchased and not to 
carry on bank operations in the "carrying of receivables on ex- 
tended terms offered by the manufacturer himself to his custom- 
ers. It is further supposed that in purchasing these materials he 
is going to take advantage of every discount and make every 
profit and, therefore, it is essential for him to be known in the 
trade as a discounter if his paper is to float without question in 
the open market. The writer established as a first principle in 
the purchase of commercial paper the practise of returning paper 
taken under option whenever he discovered any indication that 
the concern was not only not prompt but was not discounting, 
A company has no right in the open market if it itself is not 
prompt in paying obligations because that is manifestly a condi- 
tion in which its operations are extended beyond its ability to pay. 
Loans are then somewhat frozen and frozen loans are not good 
commercial paper. This has been narrowed down very largely 
to the point so that it is not considered proper for a name to be 
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in the c^en maikfl that is in)t in a position to take its discounts 
let alone ordinary practise of promptness. This is a point for 
consideration by the executive who puts his paper in the open 
market, through brokers, and if they are not discounters it is 
better to have this known and explained to and by the broker, 
than to have it discovered by the credit man of the bank. This 
is because open-minded frankness creates a better impression 
than the suspicion of concealment where it has been necessary to 
develop the information from the outside. 
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CHAPTER XVI 

General Miscellaneous Items 

The discussions in this work have been primarily centralized 
aronnd a few of the major elements in credit granting. No at- 
tempt has been made at padding,, arid the work has not been 
written on the basis of a complete discussion of all phases of 
credit and credit detail. A proper handling of a property state- 
ment, a knowledge of the sources of credit information and their 
uses, and some general knowledge of economics collections, etc., 
are essential to any credit man. In addition to this we have 
touched on some phases of purely executive importance in con- 
nection with the use of acceptances and in checking collection 
conditions. There remain a few more or less detached topics 
that should be discussed in a general way so as to cover the sub- 
ject of analysis to better advantage. These will be handled in 
this chapter in a way that is designed to be more suggestive than 
complete, under the supposition that the average credit men al- 
ready understand much of the material, and that only suggestion 
is necessary to throw into relief, perhaps, some of the less defi- 
nitely appreciated points, 

DEPRECIATION 

The question of depreciation is a most important one in con- 
nection with the analysis of a property statement because of the 
fact that certain assets are entered at cost and are immediately 
subject to wear. This wear under varying activities will com- 
248 
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pletely destroy the value of its assets within a practically known 
period. The length of life of different classes of assets should 
be determined by reference to statistics covering the different 
kinds of machinery, plant, building, etc., and depreciation should 
be set up against them. The object of this is to provide a fund 
so that at the end of the time of value, a sufficient reserve will 
be present to make possible the elimination of the assets from the 
statements without having to dip into the undivided profits. 

There are two ways of handling plant or machinery depre- 
ciation. The first of these is to subtract each year from the net 
investment in these assets, the amount of the depreciation carry- 
ing the net amount fully depreciated as an asset. The second 
way is to carry a depreciation reserve account on the liability side 
of the statement in which is entered each year the annual amount 
of the depreciation. Personally, the writer prefers this second 
method as it involves the entry upon the statement of the cost of 
the plant machinery, etc., so that at alL times its original value 
is apparent for insurance purposes, etc. The net value of the 
assets may then be figured as the amount appearing as an asset 
minus the amount appearing as a depreciation reserve plus or 
minus any over- or under-depreciation. The writer prefers this 
as it would evidence to him a better measure of checking up as 
to the sufficiency of productive insurance in case of fire or other 
damage insurable against. The net amount lieing the difference 
between the apparent asset and the reser\e, should approximate 
the working out liquidating value, although not perhaps junk 
value. 

APPRAISALS 

During a period of rising prices the matter of re-a[^raise- 
ment to get a reproduction cost in case of loss by fire or other 
calamity, the phenomenon of the appraisement value exceeding the 
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book value has been very often a factor in statement analysis. 
With the higher cost of materials, labor, etc., it would undoubt- 
edly cost more to reproduce a plant based on the prices and cost 
of production in 1920 or '21 than it originally cost to erect the 
plant prior to 1914. This means that in case of destruction by 
fire and an insurance carried only upon original cost basis, the 
insurance on cost would be inadequate to reconstruct the plant. 
Therefore, to establish an insurable value it may be good business 
to have an appraisal and to carry the plant at the appraisal value 
if it be in excess of the cost value of the statement. 

This increased valuation however, should not, in good credit 
figuring, appear as an addition to the net worth through surplus 
accounts. If an increased value appears through appraisals and 
the plant is carried at the appraised value, then it is good man- 
agement and good sense to carry as a special reserve depreciation 
account, "Increased Valuation through Appraisal," — to indicate 
that this is not an operating increase, but purely an increase 
through appraisal. 

MERCHANDISE DEPRECIATION 

During the years immediately preceding 1920, being a period 
of rising prices, a considerable number of the more conservatively 
managed business began to establish depreciation accounts as a 
protection against possible inventory value fluctuations. During 
this period, there was, as has been otherwise disclosed, an added 
extraordinary profit due to the rise in value frcnn the time of the 
purchase of raw material until the selling of the fabricated prod- 
uct. This rise in value produced a speculative profit in excess 
of the normal manufacturing profit. Some companies simply 
acknowledged the presence of this profit and "made a killing" so 
to speak, declaring extraordinary dividends and branching out 
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into absurd plant expansion. A few of the more conservatively 
managed retained a portion of this speculative profit, setting it 
aside into a special reserve fund for merchandise fluctuation. 
The logic of this method is uncontrovertible and this procedure 
is highly recommended. The extent to which this should be 
carried out Is perhaps an indeterminate amount. It seems to the 
writer that some relationship could be developed between the nor- 
mal margin of profit per physical unit sold and that all of the 
profit above this might be considered more or less speculative. 
The amount of this speculative profit retained in inventory could 
then to a moderate degree of accuracy, be figured on inventory 
still held, and it might be good business to retain as a special 
reserve all extraordinary profits until this amount was sufficient 
so that when applied to inventory on hand it would satisfy a 
shrinkage back to normal costs. If this could be done or could 
even be approached any business would protect Itself against the 
falling price condition which inevitably follows a period of super- 
activity. Such a concern could take its inventory shrinkage loss 
without having to dip into its undivided profits or surplus. 

OBSOLESCENCE 

In the rapid development of manufacture, the development 
of new machines of a higher degree of efficiency is a moral cer- 
tainty. An increased unit efficiency of a considerable percentage 
may easily make it more costly to retain an old machine, although 
still functioning properly, than to junk it and buy a new machine. 
If a machine has been figured as depreciating on a ten per cent, 
annual rate and has been oper;iting for six years, there remains a 
forty per cent, net value on original cost unprotected by normal 
depreciation. If at this time a new machine makes its appearance 
of a sufficiently increased effectiveness, this additional forty per 
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cent, loss may have to be taken inutacdiately, due to obsolescence. 
It is impossible to establish an average annual obsolescence 
charge because the rapidity of inventive genius can not be meas- 
ured and we can not teli whether or not the effective machine of 
to-day will be obsolete to-morrow. The importance of obsoles- 
cence, however, is none the less present in the credit analysis. It 
may be that a company is operating with machines that are obso- 
lete, without knowing it and without having established even the 
reasonable wear and tear depreciation. It is, therefore, important 
in valuing the non-current assets that the credit man investigate 
rather closely and secure rather accurate information as to the 
modemness of the plant investment in order to determine whether 
during the immediate future his risk is liable to be subjected to a 
considerable loss through obsolescence as above mentioned. In this 
work the creditor credit man can often be of protective assistance 
to the debtor executive in pointing out to him the reasonable 
advantage of curtailing the disbursement of profits in order to 
improve and modernize his machinery guarding against this 
extraordinary loss which might pile up in a dangerous amount, if 
obsolescence is allowed to creep in without being guarded against. 

REPOSSESSION LOSS 

In certain lines of business goods are sold on deferred pay- 
ment, extending at times over a period of three or four or even 
five years. Title often remains in the name of the seller until 
final payment is made. Under this arrangement, if the debtor 
can not keep up his payments the creditor repossesses the goods 
and in this repossession it is possible that there may be a loss. 

An example might be the selling of household furniture on 
the installment plan. A customer buys furniture on an initial 
deposit and agrees to pay so much a month. He keeps up his 
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payments for a few months and for some reason or other is not 
able to continue them. The creditor then repossesses the goods. 
This is no longer new merchandise. The varnish may be 
scratched, the upholstery dirty. They will be cleaned, rubbed 
and revarnished or furbished up as best may be and will have to 
be sold as used merchandise. There may be in this a considerable 
loss. Therefore houses or merchants operating on this basis 
should be asked definitely concerning the percentage of reposses- 
sion necessity In connection with total sales and the eventual 
working out of this repossessed merchandise whether at a loss or 
otherwise so that this risk may be determined. Under the law of 
averages it is determinable, but severe economic dislocations may 
greatly magnify what might be a normal loss. The probabihty 
is that in periods of depression lapses of payment would be con- 
siderably increased and a greater activity in repossession neces- 
sary. The method of guarding against such a loss is so different 
in different lines of business that no uniform method or percent- 
age can be advanced or advocated. It is merely a question that 
the creditor credit man should consider with any house selling on 
deferred payments and concerning which he should be amply 
informed. 

SALES AND LOSSES 

It is interesting and instructive to determine over a number 
of years the loss through bad debts in connection with sales 
volume. If this is kept up accurately and if a reasonably uniform 
degree of credit granting policy is present these losses in propor- 
tion to sales can be almost exactly standardized. So truly is this 
the case that there are insurance companies doing a large volume 
of business insuring against loss through bad debt. They have 
compiled tables and they have determined the percentages In 
different lines of business and have evolved a technique in this 
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matter. In the mind of the writer, it is probably a good policy 
for the small merchant or manufacturer who has not had credit 
training to protect himself against bad debt loss by the payment 
of a premium to a reputable insurance company. On this 
basis he can establish his bad debt cost It is his opinion that the 
larger organization in which credit specialists are at work do not 
so greatly need this form of protection because their own credit 
analyst can establish this percentage which could be figured as a 
cost of operation and insured against within the organization by 
the arrangement of a reserve for bad debts. There will always 
be certain losses through bad accounts and, ipso facto, there should 
be reserves set aside to take care of this loss. The presence or 
non-presence of such a reserve should be a matter of prime 
importance in the investigation and analysis by the careful credit 
grantor. 

TAXES 

An extremely irrational practise has been apparent in con- 
nection with the handling of tax reserves. Far too many prop- 
erty statements are issued showing assets and liabilities without 
any arrangement being made to take care of taxes. Other prop- 
erty statements make their appearance with the taxes figured as 
reserves along with, and sometimes within, the ordinary depre- 
ciation reserve accounts. There can be nothing more current in 
a debt nature than the tax. If there is one certain sure debt that 
has got to be paid it is the tax. It can not be deferred, it can not 
be put off, notes can not be given for it. It must be paid. There- 
fore, the issue of any statement without the setting aside and 
carrying as a liability of an amount approximately sufficient to 
liquidate the tax at tax time is not an accurate statement from 
the credit standpoint. 

An amusing practise has been to deduct the tax from the sur- 
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plus and not have it appear, therefore, as a liability. While the 
tax will, of course, be paid by a deduction from surplus the book 
deduction thereof does not create a cash asset with which to pay it- 
It is the opihion of the writer that a sinking fund for tax pur- 
poses would be a proper method of taking care of this item. If a 
concern figtires that its taxes are to be sixty thousand dollars the 
cfiarge per month is five thousand dollafs. Therefore, if five 
thousand dollars were invested each month from undivided prof- 
its in prime securities, such as bankers' acceptances, and this fund 
kept intact until tax time, the strain of the tax period might be 
somewhat relieved because the active funds would be present and 
borrowing would not have to be the procedure. Under the pres- 
ent method an amount is taken out of undivided profits and set 
up among the reserves as a tax reserve. The wily credit man 
moves this tax reserve up into the current liability. At tax time 
the executive transforms this reserve into bills payable in too 
many instances. The proper procedure would be to have each 
month carry its own tax burden in the development of a sinking 
fund from which to make payments. This is just as logical as 
the development of a sinking fund to take care of a bond issue or 
otherwise and should be a matter of budgetary control 



When a patent right is issued and when it is purchased, the 
length of the unused time of the patent right is determinable. 
If this be ten years, then at the end of ten years the patent right 
protection vanishes. This would mean that ten per cent, of the 
patent rig^t valuation as an asset should be charged off each year. 
Some executives argue that during the ten years a monopoly in 
the market may be established through national advertising, and 
establishing a nationally known and accepted brand, that offsets 
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this depreciation. This may or may not be so but a patent right, 
as a patent right, is of no value after the expiration of the patent 
right period. Therefore, if it is to be carried as an asset it should 
be carried for what it is, — good will or otherwise — and not as a 
patent right. 

In some instances this patent right proposition has been 
curiously evaded by the incorporation of a separate corporate 
entity in which the patent right is the sole asset. The stock of 
this subsidiary is then sometimes carried amongstocks and bonds 
and investments in the hope that it will slip by and be allowed. 
not only as a perfectly good, but perhaps as current asset It is 
interesting to watch for this occasion. 

CREDIT ETHICS 

The writer can not close a discussion of credit \vithout 
dwelling on the ethics of the profession. Character has been 
advanced as the prime essential for the establishment of a credit 
standing. Character is also a prime essential for the establish- 
ment of a standing by a credit man so that other credit men may 
cooperate with him in helping him to protect his house against 
loss. Unethical handling of credit information jeopardizes this 
position. There are still some credit men so small-minded and 
so mean of spirit that they wish to unload their bad risks by 
giving them a credit standing, in answer to inquiries, above 
their true standing. The credit man who unloads a lemon on a 
brother credit man through an unethical handling of information 
is beneath contempt. The credit man who abuses information 
given to him is possibly still further down in the scale,- A good 
deal of criticism has been directed' against the information given 
by bank credit men because they have been very conservative hav- 
ing found that the ethics of credit men in the handling of infor- 
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mation given to them have not been of the highest. It is uncom- 
fortable, and jars one's confidence in mankind considerably, to 
have your answer to an inquiry laid down before you by the 
subject when you have said something uncomplimentary about 
him in an effort to protect a fellow credit man. Yet this is a 
very frequently occurring event and has done more to prevent 
true cooperation than almost any one factor working to-day in 
the credit field. 

The writer takes the liberty of closing these more or less 
random opinions and ranarks on credit and the science thereof 
by quoting the Code of Ethics adopted by a serious-minded body 
of bank credit men operating tinder the name of The Robert 
Morris Associates. Any credit man following this Code of 
Ethics, and being recognized as being unswerving in his following 
thereof, will without doubt secure the fullest cooperation from 
both his commercial and banker brethren. 

CREDIT DEPARTMENT ETHICS 

The first and cardinal principle in credit investigation is the 
sacredness of the replies. 

Any betrayal of the confidence implied when credit informa- 
tion is given brands the offender unworthy of consideration or 
confidence. 

Indiscriminate revision of files, when there is no real need 
of information, is unnecessary, wasteful and undesirable. 

Every letter of inquiry should indicate in some definite and 
conspicuous manner the object and scope of the inquiry. 

When more than one Inquiry on the same subject is sent 
simultaneously to banks in the same city, this fact should be 
plainly set forth in the Inquiries. 

If form letters are used in making inquiries It is good prac- 
tise to have them bear the manual signature of the inquirer to 
establish responsibility. 

In seeking information, the name of the inquirer, in whose 
behalf the inquiry Is made, should not be disclosed without 
permission. 
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The recipient of a credit inquiry who urges his correspond- 
ents to make plain the object and scope of their investigation 
fails ill his duty if he neglects to read carefully each special letter 
of inquiry and to answer frankly specific questions therein. 

In answering inquiries it is advisable to disclose all material 
facts bearing on the credit of the subject because full under- 
standing is always necessary and because all paper offered should 
be of the same description as that held by the borrower's own 
bank. 

In answering inquiries the source of the information should 
not be disclosed without permissifm, 

It is not permissible or the part of good faith, in soliciting 
accounts from a competitor, to seek information from the com- 
petitor without frankly stating the object of the inquiry. 
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